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FEDERAL RESERVE’S FIRST MONETARY 
POLICY REPORT FOR 2008 


THURSDAY, FEBRUARY 28, 2008 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 10:11 a.m., in room SD-538, Dirksen Sen- 
ate Office Building, Senator Christopher J. Dodd (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN CHRISTOPHER J. DODD 

Chairman Dodd. The Committee will come to order. 

I am pleased to call the Committee to order this morning. Today, 
the Committee will hear the testimony of Federal Reserve Chair- 
man Ben Bernanke on the outlook of the Nation’s economy, the 
Fed’s conduct of monetary policy, and the status of important con- 
sumer protection regulations that are under the Fed’s jurisdiction. 
This is Chairman Bernanke’s second appearance before the Com- 
mittee this year. Mr. Chairman, it is good to have you with us, 
and, again, it is 2 weeks ago and now again today here. You are 
becoming a regular here, and so we appreciate your appearance be- 
fore the Committee. 

When Chairman Bernanke was first before the Committee 2 
weeks ago, I laid out the facts of what I consider to be our Nation’s 
very serious, if not perilous, economic condition. Growth is slowing, 
inflation is rising, consumer confidence is plummeting, while in- 
debtedness is deepening. And just as ominously, the credit markets 
have experienced significant disruptions. Consumers are unable or 
unwilling to borrow. Lenders are unable or unwilling to lend. There 
is a palpable sense of uncertainty and even fear in the markets 
with a crisis of confidence that has spread beyond the mortgage 
markets to markets in student loans. And I noted this morning — 
by the way, 2 weeks ago I pointed out that Michigan was indicating 
some serious problems with student lending, and this morning I 
am reading where Pennsylvania today — you may have seen the ar- 
ticle — may decide to also curtail student loans as a result of this 
growing economic situation. We have also seen the problem with 
credit cards, government bonds, and corporate finance. 

Unfortunately, the crisis of confidence does not just exist by 
American consumers and lenders. It increasingly appears that 
there is a crisis of confidence among the rest of the world in the 
United States economy. Yesterday, the dollar reached its lowest 
level since 1973, when the dollar was first allowed to float freely. 
And the Fed’s own monetary report details an alarming fact. For- 
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eign entities have not only stopped purchasing U.S. securities; they 
have actually been selling them because they have lost, it appears, 
confidence in their value. Now, I am going to be raising some ques- 
tions, Mr. Chairman, about that, and I will be interested in your 
observations about these reports in the Monetary Policy Report. 

As I have said previously, the catalyst of the current economic 
crisis I believe very strongly is the housing crisis. Overall, 2007 
was the first year since data has been kept that the United States 
had an annual decline in nationwide housing prices. A recent 
Moody’s report forecast that home values will drop in 2008 by 10 
percent to 15 percent, and others are predicting similar declines in 
2009 as well. This would be the first time since the Great Depres- 
sion that national home prices have dropped in consecutive years. 
We have all witnessed in the past where regionally there have been 
declines in home prices, but to have national numbers like this is 
almost unprecedented, certainly in recent history. 

If the catalyst of the current economic crisis is the housing crisis, 
then the catalyst of the housing crisis is the foreclosure crisis. This 
week, it was reported that foreclosures in January were up 57 per- 
cent compared to a year ago and continue to hit record levels. 
When all is said and done, over 2 million Americans could lose 
their homes as a result of what Secretary Paulson has properly and 
accurately described as “bad lending practices.” These are lending 
practices that no sensible banker, I think, would ever engage in. 
Reckless, careless, and sometimes unscrupulous actors in the mort- 
gage lending industry essentially allowed banks — rather, essen- 
tially allowed loans to be made that they knew hard-working, law- 
abiding borrowers would never be able to repay. 

Let me add here very quickly, because I think it is important to 
make the point here, that we are not talking about everyone here 
at all. We are talking about some who engaged in practices that 
I think were unscrupulous or bad lending practices. But many in- 
stitutions acted very responsibly, and I would not want the world 
to suggest here that this Committee believed that this was an in- 
dictment on all lending institutions. And engaged — those who did 
act improperly engaged in practices that the Federal Reserve under 
its prior leadership, in my view, and this administration did abso- 
lutely nothing to effectively stop. 

The crisis affects more than families who lose their homes. Prop- 
erty values for each home within a one-eighth square mile of a 
foreclosed home could drop on an average as much as $5,000. This 
will affect somewhere between 44 to 50 million homes in our coun- 
try. So the ripple effect beyond the foreclosed property goes far be- 
yond that and has a contagion effect, in my view, in our commu- 
nities all across this country beyond the very stark reality of those 
who actually lose their homes, the effect of others watching the 
value of their properties decline, not to mention what that means 
to local tax bases, supporting local police and fire, and a variety of 
other concerns raised by this issue. 

I certainly want to commend the Fed Chairman — I said so yes- 
terday publicly, Mr. Chairman; I do so again this morning — for 
candidly acknowledging the weakness in the economy and for ac- 
tively addressing those weaknesses by injecting liquidity and cut- 
ting interest rates. I also am pleased that the administration and 
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the Congress were able to reach agreement on a stimulus package, 
and our hope is — while some have argued this is not big enough 
or strong enough, our collective hope is this will work, will have 
some very positive impact on the economy. Certainly this will have 
some support, we hope, for working families who are bearing the 
brunt of these very difficult times. 

However, I think more needs to be done to address the root cause 
of our economic problems. Any serious effort to address our eco- 
nomic woes should include, I think, an effort to take on the fore- 
closure crisis. And, again, there are various ideas out there on how 
we might do this more effectively, and certainly the Chairman and 
others have offered some ideas and suggestions. Senator Shelby 
and I have been working and talking — and Mel Martinez and oth- 
ers who are involved in these issues — about ways in which we can 
in the coming days do constructive things in a positive way to indi- 
cate and show not only our concern about the issue but some very 
strong ideas on how we can right this and restore that confidence 
I talked about earlier. 

We on this Committee have already taken some steps to address 
these problems. We have passed the FHA modernization legislation 
through the Committee and the Senate and continue to work to 
make it law. We had a very good meeting yesterday, I would point 
out, Senator Shelby and I and the leadership of the House Finan- 
cial Services Committee, I say to you, Mr. Chairman, in hopes that 
we can come to some very quick conclusion on that piece of legisla- 
tion and move it along here. 

We appropriated close to $200 million to facilitate foreclosure 
prevention efforts by borrowers and lenders, and I want to com- 
mend Senator Schumer and others who have been involved in this 
idea of counseling and ideas to minimize the impact of this problem 
as well. 

In addition, the recently enacted stimulus package that I men- 
tioned already includes a temporary increase in the conforming 
loan limits for GSEs to try to address the problems that have 
spread throughout the credit market and the jumbo mortgage mar- 
ket. And while this temporary increase is helpful, we still need to 
implement broad GSE reform. And as I have said previously, I am 
committed to doing that, and we will get that done. 

I have spoken about my belief in the need for additional steps 
to mitigate the foreclosure crisis in a reasonable and thoughtful 
manner. These steps include targeting some community develop- 
ment block grant assistance to communities in a targeted way to 
help them to counter the impact of foreclosed and abandoned prop- 
erties in their communities. And they include establishing a tem- 
porary homeownership loan initiative, which I have raised and oth- 
ers have commented on, either using existing platforms or a new 
entity that can facilitate mortgage refinancing. 

But it is not just the Congress that needs to do more, and, again, 
the Fed needs, in my view, to be as vigilant a financial regulator 
as it has been a monetary policymaker. That includes breaking 
with its past and becoming more vigilant about policing indefen- 
sible lending practices. And, again, I commend the Chairman of the 
Federal Reserve — we have talked about this here — on the proposed 
regulations that you have articulated that would follow on the 
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HOEPA legislation. And while I have expressed some disappoint- 
ment about how far they go in certain areas here, the Chairman 
and I have talked about this a bit. We will be involved in the com- 
ment period here and are looking forward to finalizing those regu- 
lations, and hopefully at least shutting the door on this kind of a 
problem re-emerging in the coming months and years. 

So I want to thank you, Mr. Chairman, and your colleagues and 
urge them to consider some of the stronger measures, and we will 
offer some additional comments on them. 

Despite these unprecedented challenges, I think all of us here on 
this Committee, Republicans and Democrats, remain confident in 
the future of the American economy, and our concerns that will be 
raised here this morning should not reflect anything but that con- 
fidence in the future. We may need to change some of our policies, 
regulations, and priorities, but we strongly believe that the inge- 
nuity, productivity, and capability of the American worker and the 
entrepreneur ought never to be underestimated in this country. 
And we remain firm and committed to doing everything we can to 
strengthen those very points. 

So I look forward to working with my good friend, Senator 
Shelby, and other Members of the Committee to do what we can 
here to play our role in all of this in a constructive way, to work 
with you, Mr. Chairman, and the Federal Reserve, the Secretary of 
the Treasury, and others of the financial institution regulators to 
see what we can do in the short term to get this moving in a better 
direction. 

So, with that, let me turn to Senator Shelby for his opening com- 
ments, and then we will try to get to some questions. And I will 
leave opening comments for the go-around and question period so 
we can get to a question-and-answer period here to make this as 
productive a session as possible. But we thank you again for being 
with us. 


STATEMENT OF SENATOR RICHARD C. SHELBY 

Senator Shelby. Thank you, Chairman Dodd. 

Chairman Bernanke, we are pleased to have you again before the 
Committee to deliver the Federal Reserve’s Semiannual Monetary 
Policy Report. I will keep my remarks brief this morning as we are 
all here to hear your views on the U.S. economy and other related 
issues. We also have the benefit of having read about your remarks 
before the House yesterday. 

Chairman Bernanke, the Federal Reserve has taken a number of 
steps over the past 6 months to address the tightening of credit 
markets and the slowdown in economic growth. In a bid to improve 
interbank liquidity, the Federal Reserve established the term auc- 
tion facility in December of last year and has conducted, as I un- 
derstand it, six auctions to date. 

Since last August, the Federal Open Market Committee has re- 
duced the Federal funds target a total of 225 basis points, taking 
the target from 5.25 percent to 3 percent. 

Mr. Chairman, since monetary policy works with a lag, the full 
impact of this boost to the economy is not yet clear to you or to us. 
I know that we will spend time this morning discussing the length 
and the depth of the housing correction that Senator Dodd alluded 
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to, and I think we should. I also want to make sure, however, that 
this Committee focuses on the risks associated with increasing in- 
flation. 

The Labor Department, Mr. Chairman, reported this week, as 
you know, that wholesale price inflation hit a 26-year high in Janu- 
ary. The January rise in the Consumer Price Index meant a 12- 
month change in the overall CPI of 4.3 percent, twice the pace of 
a year ago. In addition, gold and oil are at all-time highs. These 
numbers certainly raise questions, Mr. Chairman, as to how much 
more room the Federal Reserve will have to provide further mone- 
tary accommodation without threatening long-term price stability, 
which is very important to all of us. While it is difficult to see our 
Nation’s economy experience minimal growth, the consequences of 
failing to restrain inflation will be far more painful and more dif- 
ficult to unwind. 

Chairman Bernanke, we are pleased to have you with us this 
morning, and we look forward to your thoughts on this and other 
issues. 

Chairman Dodd. Thank you very much. 

Let me correct myself. The tradition has been, Mr. Chairman, if 
Members do want to make some opening comments at a moment 
like this, and I do not want to break that tradition. So I am going 
to ask if any Members would like to make any opening comments 
at this point, I would be happy to entertain them. I realize that has 
been the tradition of the Committee, and I do not want to violate 
the traditions of the Committee. Does any Member want to be 
heard, some opening comments to make at this point? If they 
would like to, I would be happy to entertain 

Senator Bunning. Let me ask a question. If we do not make 
them now and we make them during our timeframe, does that limit 
how many questions we can ask? 

Chairman Dodd. Well, that is the idea. I mean, I do not want 
to limit your time, but 

[Laughter.] 

Chairman Dodd. So if you would like to 

Senator Shelby. Make your opening statement. 

Senator Bayh. That would make Chairman Bernanke happy. 

Chairman Dodd. I understand that, and that is why you get the 
gavel after 27 years. But if you would like to make an opening com- 
ment — 

Senator Bunning. OK. 

Chairman Dodd. All right. Anyone else who would like to be 
heard? 

Senator Shelby. Why don’t you add a minute and do both? 

Chairman Dodd. We will add a minute. Why don’t I add a 
minute to the time here? Instead of having 5 or 6 minutes, we will 
make it 7 or 8 minutes. And I have never tried to be too rigid about 
that, and so we will do it that way if that is all right. That will 
move things along. Is that OK with everyone? Thank you very 
much. 

Mr. Chairman, we welcome you to the Committee. 
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STATEMENT OF BEN S. BERNANKE, CHAIRMAN, 

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Mr. Bernanke. Thank you. Chairman Dodd, Ranking Member 
Shelby, and other Members of the Committee, I am pleased to 
present the Federal Reserve’s Monetary Policy Report to the Con- 
gress. In my testimony this morning, I will briefly review the eco- 
nomic situation and outlook, beginning with developments in real 
activity and inflation, and then turn to monetary policy. 

Senator BUNNING. Mr. Chairman, would you please move that 
microphone a little closer so we can all hear you? 

Mr. Bernanke. How is this? 

Senator Bunning. That is good. 

Mr. Bernanke. I will conclude with a quick update on the Fed- 
eral Reserve’s recent actions to help protect consumers in their fi- 
nancial dealings. 

The economic situation has become distinctly less favorable since 
the time of our July report. Strains in financial markets, which 
first became evident late last summer, have persisted; and pres- 
sures on bank capital and the continued poor functioning of mar- 
kets for securitized credit have led to tighter credit conditions for 
many households and businesses. The growth of real gross domes- 
tic product held up well through the third quarter despite the fi- 
nancial turmoil, but it has since slowed sharply. Labor market con- 
ditions have similarly softened, as job creation has slowed and the 
unemployment rate — at 4.9 percent in January — has moved up 
somewhat. 

Many of the challenges now facing our economy stem from the 
continuing contraction of the U.S. housing market. In 2006, after 
a multiyear boom in residential construction and house prices, the 
housing market reversed course. Housing starts and sales of new 
homes are now less than half of their respective peaks, and house 
prices have flattened or declined in many areas. Changes in the 
availability of mortgage credit amplified the swings in the housing 
market. 

During the housing sector’s expansion phase, increasingly lax 
lending standards, particularly in the subprime market, raised the 
effective demand for housing, pushing up prices and stimulating 
construction activity. As the housing market began to turn down, 
however, the slump in subprime mortgage originations, together 
with a more general tightening of credit conditions, has served to 
increase the severity of the downturn. Weaker house prices in turn 
have contributed to the deterioration in the performance of mort- 
gage-related securities and reduced the availability of mortgage 
credit. 

The housing market is expected to continue to weigh on economic 
activity in coming quarters. Home builders, still faced with abnor- 
mally high inventories of unsold homes, are likely to cut the pace 
of their building activity further, which will subtract from overall 
growth and reduce employment in residential construction and 
closely related industries. 

Consumer spending continued to increase at a solid pace through 
much of the second half of 2007, despite the problems in the hous- 
ing market, but it appears to have slowed significantly toward the 
end of the year. The jump in the price of imported energy, which 
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eroded real incomes and wages, likely contributed to the slowdown 
in spending, as did the declines in household wealth associated 
with the weakness in house prices and equity prices. 

Slowing job creation is yet another potential drag on household 
spending, as gains in payroll employment averaged little more than 
40,000 per month during the 3 months ending in January, com- 
pared with an average increase of almost 100,000 per month over 
the previous 3 months. However, the recently enacted fiscal stim- 
ulus package should provide some support for household spending 
during the second half of this year and into next year. 

The business sector has also displayed signs of being affected by 
the difficulties in the housing and credit markets. Reflecting a 
downshift in the growth of final demand and tighter credit condi- 
tions for some firms, available indicators suggest that investment 
in equipment and software will be subdued during the first half of 
2008. Likewise, after growing robustly through much of 2007, non- 
residential construction is likely to decelerate sharply in coming 
quarters as business activity slows and funding becomes harder to 
obtain, especially for more speculative projects. On a more encour- 
aging note, we see few signs of any serious imbalances in business 
inventories aside from the overhang of unsold homes. And, as a 
whole, the nonfinancial business sector remains in good financial 
condition, with strong profits, liquid balance sheets, and corporate 
leverage near historical lows. 

In addition, the vigor of the global economy has offset some of 
the weakening of domestic demand. U.S. real exports of goods and 
services increased at an annual rate of about 11 percent in the sec- 
ond half of last year, boosted by continuing economic growth 
abroad and the lower foreign exchange value of the dollar. 
Strengthening exports, together with moderating imports, have in 
turn led to some improvement in the U.S. current account deficit, 
which likely narrowed in 2007 — on an annual basis — for the first 
time since 2001. Although recent indicators point to some slowing 
of foreign economic growth, U.S. exports should continue to expand 
at a healthy pace in coming quarters, providing some impetus to 
domestic economic activity and employment. 

As I have mentioned, financial markets continue to be under con- 
siderable stress. Heightened investor concerns about the credit 
quality of mortgages, especially subprime mortgages with adjust- 
able interest rates, triggered the financial turmoil. However, other 
factors, including a broader retrenchment in the willingness of in- 
vestors to bear risk, difficulties in valuing complex or illiquid finan- 
cial products, uncertainties about the exposures of major financial 
institutions to credit losses, and concerns about the weaker outlook 
for economic growth, have also roiled the financial markets in re- 
cent months. To help relieve the pressures in the market for inter- 
bank lending, the Federal Reserve — among other actions — recently 
introduced a term auction facility, through which prespecified 
amounts of discount window credit are auctioned to eligible bor- 
rowers, and we have been working with other central banks to ad- 
dress market strains that could hamper the achievement of our 
broader economic objectives. These efforts appear to have contrib- 
uted to some improvement in short-term funding markets. We will 
continue to monitor financial developments closely. 
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As part of its ongoing commitment to improving the account- 
ability and public understanding of monetary policymaking, the 
Federal Open Market Committee — or FOMC — recently increased 
the frequency and expanded the content of the economic projections 
made by Federal Reserve Board members and Reserve Bank presi- 
dents and released to the public. The latest economic projections, 
which were submitted in conjunction with the FOMC meeting at 
the end of January and which are based on each participant’s as- 
sessment of appropriate monetary policy, show that real GDP was 
expected to grow only sluggishly in the next few quarters and that 
the unemployment rate was likely to increase somewhat. In par- 
ticular, the central tendency of the projections was for real GDP to 
grow between 1.3 percent and 2.0 percent in 2008, down from 2 V 2 
percent to 2% percent projected in our report last July. FOMC par- 
ticipants’ projections for the unemployment rate in the fourth quar- 
ter of 2008 have a central tendency of 5.2 percent to 5.3 percent, 
up from the level of about 4% percent projected last July for the 
same period. The downgrade in our projections for economic activ- 
ity in 2008 since our report last July reflects the effects of the fi- 
nancial turmoil on real activity and a housing contraction that has 
been more severe than previously expected. By 2010, our most re- 
cent projections show output growth picking up to rates close to or 
a little above its longer-term trend and the unemployment rate 
edging lower; the improvement reflects the effects of policy stim- 
ulus and an anticipated moderation of the contraction in housing 
and the strains in financial and credit markets. The incoming in- 
formation since our January meeting continues to suggest sluggish 
economic activity in the near term. 

The risks to this outlook remain to the downside. The risks in- 
clude the possibilities that the housing market or the labor market 
may deteriorate more than is currently anticipated and that credit 
conditions may tighten substantially further. 

Consumer price inflation has increased since our previous report, 
in substantial part because of the steep run-up in the price of oil. 
Last year, food prices also increased significantly, and the dollar 
depreciated. Reflecting these influences, the price index for per- 
sonal consumption expenditures — or PCE — increased 3.4 percent 
over the four quarters of 2007, up from 1.9 percent in 2006. Core 
price inflation — that is, inflation excluding food and energy prices — 
also firmed toward the end of the year. The higher recent readings 
likely reflected some pass-through of energy costs to the prices of 
core consumer goods and services as well as the effect of the depre- 
ciation of the dollar on import prices. Moreover, core inflation in 
the first half of 2007 was damped by a number of transitory fac- 
tors — notably, unusually soft prices for apparel and for financial 
services — which subsequently reversed. For the year as a whole, 
however, core PCE prices increased 2.1 percent, down slightly from 
2006. 

The projections recently submitted by FOMC participants indi- 
cate that overall PCE inflation was expected to moderate signifi- 
cantly in 2008, to between 2.1 percent and 2.4 percent — the central 
tendency of the projections. A key assumption underlying those 
projections was that energy and food prices would begin to flatten 
out, as implied by quotes on futures markets. In addition, dimin- 
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ishing pressure on resources is also consistent with the projected 
slowing in inflation. The central tendency of the projections for core 
PCE inflation in 2008, at 2.0 percent to 2.2 percent, was a bit high- 
er than in our July report, largely because of some higher-than-ex- 
pected recent readings on prices. Beyond 2008, both overall and 
core inflation were projected to edge lower, as participants expected 
inflation expectations to remain reasonably well anchored and 
pressures on resource utilization to be muted. The inflation projec- 
tions submitted by FOMC participants for 2010 — which ranged 
from 1.5 percent to 2.0 percent for overall PCE inflation — were im- 
portantly influenced by participants’ judgments about the meas- 
ured rates of inflation consistent with the Federal Reserve’s dual 
mandate and about the timeframe over which policy should aim to 
achieve those rates. 

The rate of inflation that is actually realized will, of course, de- 
pend on a variety of factors. Inflation could be lower than we an- 
ticipate if slower-than-expected global growth moderates the pres- 
sure on the prices of energy and other commodities or if rates of 
domestic resource utilization fall more than we currently expect. 
Upside risks to the inflation projection are also present, however, 
including the possibilities that energy and food prices do not flatten 
out or that the pass-through to core prices from higher commodity 
prices and from the weaker dollar may be greater than we antici- 
pate. Indeed, the further increases in the prices of energy and 
other commodities in recent weeks, together with the latest data on 
consumer prices, suggest slightly greater upside risks to the projec- 
tions of both overall and core inflation than we saw last month. 
Should high rates of overall inflation persist, the possibility also ex- 
ists that inflation expectations could become less well anchored. 
Any tendency of inflation expectations to become unmoored or for 
the Fed’s inflation-fighting credibility to be eroded could greatly 
complicate the task of sustaining price stability and could reduce 
the flexibility of the FOMC to counter shortfalls in growth in the 
future. Accordingly, in the months ahead, the Federal Reserve will 
continue to monitor closely inflation and inflation expectations. 

Let me turn now to the implications of these developments for 
monetary policy. The FOMC has responded aggressively to the 
weaker outlook for economic activity, having reduced its target for 
the Federal funds rate by 225 basis points since last summer. As 
the Committee noted in its most recent post-meeting statement, 
the intent of those actions has been to help promote moderate 
growth over time and to mitigate the risks to economic activity. 

A critical task for the Federal Reserve over the course of this 
year will be to assess whether the stance of monetary policy is 
properly calibrated to foster our mandated objectives of maximum 
employment and price stability in an environment of downside 
risks to growth, stressed financial conditions, and inflation pres- 
sures. In particular, the FOMC will need to judge whether the pol- 
icy actions taken thus far are having their intended effects. Mone- 
tary policy works with a lag. Therefore, our policy stance must be 
determined in light of the medium-term forecast for real activity 
and inflation as well as by the risks to that forecast. Although the 
FOMC participants’ economic projections envision an improving 
economic picture, it is important to recognize that downside risks 
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to growth remain. The FOMC will be carefully evaluating incoming 
information bearing on the economic outlook and will act in a time- 
ly manner as needed to support growth and to provide adequate in- 
surance against downside risks. 

Finally, I would like to say a few words about the Federal Re- 
serve’s recent actions to protect consumers in their financial trans- 
actions. In December, following up on a commitment I made at the 
time of our report last July, the Board issued for public comment 
a comprehensive set of new regulations to prohibit unfair or decep- 
tive practices in the mortgage market, under the authority granted 
us by the Home Ownership and Equity Protection Act of 1994. The 
proposed rules would apply to all mortgage lenders and would es- 
tablish lending standards to help ensure that consumers who seek 
mortgage credit receive loans whose terms are clearly disclosed and 
that can reasonably be expected to be repaid. Accordingly, the rules 
would prohibit lenders from engaging in a pattern or practice of 
making higher-priced mortgage loans without due regard to con- 
sumers’ ability to make the scheduled payments. In each case, a 
lender making a higher-priced loan would have to use third-party 
documents to verify the income relied on to make the credit deci- 
sion. For higher-priced loans, the proposed rules would require the 
lender to establish an escrow account for the payment of property 
taxes and homeowners’ insurance and would prevent the use of 
prepayment penalties in circumstances where they might trap bor- 
rowers in unaffordable loans. In addition, for all mortgage loans, 
our proposal addresses misleading and deceptive advertising prac- 
tices, requires borrowers and brokers to agree in advance on the 
maximum fee that the broker may receive, bans certain practices 
by servicers that harm borrowers, and prohibits coercion of ap- 
praisers by lenders. We expect substantial public comment on our 
proposal, and we will carefully consider all information and view- 
points while moving expeditiously to adopt final rules. 

The effectiveness of the new regulations, however, will depend 
critically on strong enforcement. To that end, in conjunction with 
other Federal and State agencies, we are conducting compliance re- 
views of a range of mortgage lenders, including nondepository lend- 
ers. The agencies will collaborate in determining the lessons 
learned and in seeking ways to better cooperate in ensuring effec- 
tive and consistent examinations of, and improved enforcement for, 
all categories of mortgage lenders. 

The Federal Reserve continues to work with financial institu- 
tions, public officials, and community groups around the country to 
help homeowners avoid foreclosures. We have called on mortgage 
lenders and servicers to pursue prudent loan workouts and have 
supported the development of a streamlined, systematic approach 
to expedite the loan modification process. We also have been pro- 
viding community groups, counseling agencies, regulators, and oth- 
ers with detailed analyses to help identify neighborhoods at high 
risk from foreclosures so that local outreach efforts to help troubled 
borrowers can be as focused and effective as possible. We are ac- 
tively pursuing other ways to leverage the Federal Reserve’s ana- 
lytical resources, regional presence, and community connections to 
address this critical issue. 
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In addition to our consumer protection efforts in the mortgage 
area, we are working toward finalizing rules under the Truth in 
Lending Act that will require new, more informative, and con- 
sumer-tested disclosures by credit card issuers. Separately, we are 
actively reviewing potentially unfair and deceptive practices by 
issuers of credit cards. Using the Board’s authority under the Fed- 
eral Trade Commission Act, we expect to issue proposed rules re- 
garding these practices this spring. 

Thank you. I would be pleased to take your questions. 

Chairman Dodd. Thank you very much, Mr. Chairman. 

We will make these 7 to 8 minutes, and, again, I will not be rigid 
about the time constraints. 

Let me begin, Mr. Chairman, by going back to that old question 
that was asked more than, I guess, 30 years ago. I will sort of para- 
phrase on it, and that is, are we better off today to respond to this 
situation than we were — in this case I want to ask 7 years ago. The 
question that Ronald Reagan asked, I think, in 1980 in that cam- 
paign, Are we better off today than we were yesterday? And the 
reason I raise that is because I have been struck by the similarities 
between 2001 and that period going into, potentially falling into a 
recession, and here we are in 2008. 

The parallel seems striking to me in some ways, and I want you 
to comment on this, if you could. At both moments in this 7-year 
period, we are on the brink of a recession — at least it seems so. The 
Fed was cutting interest rates very aggressively. A major asset 
bubble — in this case, it was the high-tech community rather than 
housing — was bursting. Yet despite those similarities, the dif- 
ferences in the basic economic information seems to be very, very 
different as well. Americans had just experienced the greatest eco- 
nomic boom in a generation. Real wages had gone up substantially. 
Income inequality had narrowed. The Federal Government was in 
a surplus. In fact, on this very Committee, your predecessor came 
to a hearing — I do not know who else was on the Committee in 
those days, but he came and talked about the things we ought to 
think about by retiring the national debt entirely. There were some 
downsides to that, and we actually had a very good hearing with 
Alan Greenspan about that very question in 2001. The dollar was 
at record highs as well, and, of course, today we are in the opposite 
position, with the dollar at its lowest level since we began floating 
currencies in 1973. Inflation is at a 17-year high. Real wages are 
falling, and we are faced with record Government debt and deficits. 
A very different fact situation than was the case in 2001. 

In 2001, as well, one might argue that there were deliberate ac- 
tions taken by the Federal Reserve to deal with rising inflation. So 
the steps were in response to inflation here. Obviously, what is pro- 
voking, I think, the action — and you can certainly comment on 
this — is a different fact situation. 

So the question appears in a sense: Are we in a — what would be 
your analysis? Are we in a — comparing these two periods in time 
of history, relatively close to each other, faced with similar situa- 
tions, it would appear to me that we are not in as strong a position 
to respond to this as we were in 2001. And so the question is, Are 
we better off? And if so, I would like you to explain why. And if 
not, what should we be doing and what different steps should we 
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be taking if we cannot rely on these basic underlying strengths 
that occurred in 2001 that helped us at that time as opposed to 
where we are today? 

Mr. Bernanke. Mr. Chairman, there are certainly some similar- 
ities with the 2001 experience, most obviously the sharp change in 
asset price. In the previous case, it was the stock market, the tech 
stocks; in this case, it is home prices. But there are some important 
differences as well, as you point out. The decline in home prices is 
creating a much broader set of issues, both for borrowers and 
homeowners, but also for the credit markets. And so we have a sus- 
tained disruption in the credit process which has gone on now since 
last August and is not yet near completion. That is a continuing 
drag on the economy and a continuing problem for us as we try to 
restore stronger growth. 

The other problem is that we do have greater inflation pressure 
at this point than we did in 2001, and that is coming from oil. In 
2001, the price of oil was somewhere around $20. Today it is $100. 

Chairman Dodd. Right. 

Mr. Bernanke. The increase in commodity prices around the 
world as the global economy expands and increases demand for 
those commodities is creating an inflationary stress which is com- 
plicating the Federal Reserve’s attempts to respond. 

In some other ways, things are different. You pointed out the dol- 
lar was very strong in 2001. That was in part reflective of a large 
trade deficit at that time. It has since depreciated. But, on the 
other hand, part of the effect of that depreciation has been that we 
are at least seeing some improvement in that trade deficit, which 
is a positive factor. 

On the fiscal situation, I agree we are in a less advantageous sit- 
uation than we were. The deficit is certainly higher, and perhaps 
even more seriously, we are now 7 years further on toward the re- 
tirement of the baby boomers and the entitlements, and those costs 
that are certainly bearing down on us as we speak. 

So it is a difficult situation, and there are multiple factors. I 
think there are some similarities, but as a Russian novelist once 
said, “Unhappy families are all unhappy in their own way,” and 
every period of financial and economic stress has unique character- 
istics. 

Chairman Dodd. Well, do you have any recommendations, then, 
differently here? If we are responding in a very similar way with 
different underlying economic fact situations, are there other 
things we ought to be doing here, taking any kind of a different ap- 
proach? Or are we secure in feeling that the present course of ac- 
tion being taken by the Fed and by the administration is going to 
produce the desired results? That period of recession lasted about 
8 months. There are fears that this one, if it takes hold, could be 
far more long-lasting for the very reasons we have outlined in the 
underlying problems economically that exist. 

Mr. Bernanke. Well, to some extent, the private sector is going 
to have to work through the problems in the financial markets. 
That is something that they will have to do with the help and guid- 
ance of the regulators and the supervisors, which we are certainly 
doing. We are reviewing our practices and our policies and trying 
to see how we can improve them. 
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With respect to the broader economy, of course, we have both 
monetary and fiscal policy action now underway, which I hope will, 
and we project will, lead to stronger growth in the second half of 
this year. An important issue, as you have already alluded to, is 
the effects of the home price declines on consumers and, in par- 
ticular, the delinquencies and foreclosures which we are now see- 
ing. 

I have described briefly in my remarks some of the things that 
we have done in calling on private servicers and lenders to scale 
up their activities, to use more streamlined processes. I think it is 
important for us and for the servicers to move beyond temporary 
palliatives that they are using in many cases with delinquent bor- 
rowers and try to find more permanent, sustainable solutions in 
terms of restructuring mortgages or refinancing into the FHA or 
other mechanisms. 

Congress has already taken some steps, as you mentioned, and 
would urge you to continue to work on FHA modernization and 
GSE reform. 

Chairman Dodd. Right. 

Mr. Bernanke. Those are two areas that can help us meet these 
challenges. 

Additional steps may be necessary in the future, but at this 
point, I think we have taken a number of useful steps. We need 
to keep thinking about possible future options, but I do not have 
any additional recommendations right now. 

Chairman Dodd. I do not want to put words in your mouth, obvi- 
ously, at all here, but I am looking at — obviously the housing burst 
or bubble, the burst of that bubble is, I think, far more dangerous 
than a high-tech problem, as you make those comparisons. Infla- 
tion and trade deficits are worse. Am I hearing you correctly that 
we are actually in a worse position today to respond to this than 
we were 8 years ago? Is that how I hear what you are saying? 

Mr. Bernanke. I think that is fair in that both fiscal and mone- 
tary policy face some additional constraints. Many people owned 
stocks, too, of course, and so that affected their wealth and their 
willingness to spend. But, in fact, the effects of the stock market 
declines in 2001 were primarily on investment firms than on con- 
sumers. In this case, the consumers are taking the brunt of the ef- 
fects. 

Chairman Dodd. That is a good additional point. I did not make 
that. 

Senator Shelby. 

Senator Shelby. Thank you, Mr. Chairman. 

Chairman Bernanke, as I noted earlier, wholesale prices rose by 
1 percent in January and 7.4 percent over the past year. This is 
the fastest increase in 26 years. In your opening statement, you 
noted greater upside risks to both overall and core inflation than 
we saw previously. Additionally, the most recent minutes of the 
Federal Open Market Committee gave anecdotal evidence that in 
some instances these price increases were passed on to consumers. 
The FOMC also noted a risk that inflation expectations could be- 
come less anchored. 
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Do you have any concern at all that the 225 basis-point cut to 
the Federal funds rate has limited the options that can be used to 
combat the upside risk of inflation? 

Mr. Bernanke. Well, Senator, to answer that question, the PPI, 
the Producer Price Index, that you referred to mostly reflects the 
effects of large increases in prices of energy and other commodities. 
We live in a world where energy and metals and other commodities 
are globally traded, food as well, and demand of emerging market 
economies and a growing global economy has put pressure on the 
available supplies of those resources and has driven up those 
prices. And as I mentioned, the price of oil has quintupled or more. 

Senator Shelby. Do you see that abating? 

Mr. Bernanke. In 2007, the price of oil rose by about two-thirds, 
and I suspect — and the futures markets agree — that it is much 
more likely that oil prices, while remaining high, will not increase 
by anything like that amount going forward. If oil prices and food 
prices do stabilize to some extent, even if they do not fall, that will 
be sufficient to bring inflation down as we have projected. 

Now, you are correct, though, that we do have to be very cau- 
tious. While we cannot do much about oil prices or food prices in 
the short run, we do have to be careful to make sure that those 
prices do not either feed substantially into other types of prices, 
other goods and services produced domestically, and that they do 
not dislodge inflation expectations or make the public less confident 
that the Federal Reserve will, in fact, control inflation, as we will. 

So we do have to watch those things very carefully, and will 
watch them very carefully. 

Senator Shelby. Is that what some of us would talk about, the 
psychology of inflation? 

Mr. Bernanke. Well, that is another way to put it. But, yes, in- 
flation expectations essentially are measured many different ways, 
and I think the evidence is that they remain pretty stable. If you 
look at forecasters’ long-term inflation expectations, consumer sur- 
veys, and even the financial markets, they show that inflation ex- 
pectations remain reasonably well anchored. But it is certainly 
something we have to watch very carefully. 

Senator Shelby. Do you believe that setting a Fed funds rate 
target lower than the inflation rate — that is, a negative real rate 
of interest — can be an appropriate response to an economic slow- 
down? In other words, how long can the Fed run a negative real 
rate before inflationary pressures grow to dangerous levels? 

Mr. Bernanke. Well, Senator, there are different ways to meas- 
ure the real interest rate. The one that is relevant is the one that 
is looking forward, and, again, if oil prices do not continue to rise 
at this pace they have, I think we would still be on the positive 
side of the real interest rate. 

Now, in the past, the Fed has for short periods lowered the rate 
to a negative level, but as you point out, that is not something you 
want to do for a sustained period. 

Senator Shelby. The Fed cannot ignore price stability, can it, 
when you are making these decisions to have more liquidity in the 
financial market? 

Mr. Bernanke. Senator, we are facing a situation where we have 
simultaneously a slowdown in the economy, stress in the financial 
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markets, and inflation pressure coming from these commodity 
prices abroad. And each of those things represents a challenge. We 
have to make our policy in trying to balance those different risks 
in a way that will get the best possible outcome for the American 
economy. 

Senator Shelby. Would you be trying to avoid stagflation, as 
some people call it? 

Mr. Bernanke. I do not anticipate stagflation. I do not think we 
are anywhere near the situation that prevailed in the 1970’s. I do 
expect inflation to come down. If it does not, we will have to react 
to it, but I do expect that inflation will come down and that we will 
have both return to growth and price stability as we move forward. 

Senator Shelby. Do you still believe that the fundamentals of 
our economy is still robust, is strong, other than the housing mar- 
ket and some of the financial challenges that we have coming out 
of that? 

Mr. Bernanke. Senator, I realize my testimony was not the most 
cheerful thing you will hear today, and I was thinking very much 
about the short-term challenges that we face in terms of the finan- 
cial markets and growth and inflation. But I do very much believe 
that the U.S. economy will return to a strong growth path with 
price stability. We have enormous resources, resilience, produc- 
tivity, and I am quite confident in the American economy and the 
American people that we will have strong economic growth in the 
next few years. 

Senator Shelby. Mr. Chairman, a commonly watched measure of 
inflation, as you well know, is the core CPI. Housing constitutes, 
I understand, almost a third of the core CPI. To what extent has 
the recent decline in housing prices moderated recent increases in 
the core CPI? As housing prices go down, inflation, you know, 
should play here in a negative way, should it not? 

Mr. Bernanke. Well, Senator, not necessarily. You can get actu- 
ally a perverse effect, which is that as house prices 

Senator Shelby. And how would that work? 

Mr. Bernanke. As house prices fall, people will become more re- 
luctant to buy a house because they are afraid that the house price 
will keep falling, so they rent instead. And that puts pressure on 
rents and actually could drive up the rent. 

Senator Shelby. Good for the landlords and bad for the sellers. 

Mr. Bernanke. It can be, and the way the Bureau of Labor Sta- 
tistics calculates the cost of homeownership, it uses a lot of infor- 
mation from measured rents. So you can actually get — as we did 
last year — a period where the cost of homeownership as measured 
by the BLS actually went up, even though house prices were com- 
ing down, because of the fact that people were renting more and 
rental costs were going up. That effect has moderated somewhat re- 
cently, and that has helped to keep down 

Senator Shelby. What would be the trend from your perspective 
in the core CPI if house prices were excluded? 

Mr. Bernanke. House prices are not included 

Senator Shelby. I know they are not, but what if you did exclude 
them? What would be the trend in the core CPI? 

Mr. Bernanke. I am sorry. House prices are not included in 
the 
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Senator Shelby. OK, they are not. 

Mr. Bernanke. In the CPI. What is included 

Senator Shelby. They are excluded. 

Mr. Bernanke. The measure of shelter costs is related to rents 
drawn from various sources. 

Senator Shelby. One more question, Mr. Chairman. 

What do you judge to be the threat of slow growth continuing 
with inflation remaining above the Federal Reserve’s comfort level? 
What would you say to that? In other words, what do you judge to 
be the threat of the slow growth continuing with inflation remain- 
ing above your comfort level? 

Mr. Bernanke. Well, we are certainly aiming to achieve our 
mandate, which is maximum employment and price stability. We 
project that that will be happening. We are watching very carefully 
because there are risks to those projections. One of the risks, obvi- 
ously, is the performance of the financial markets, and that again, 
as I mentioned before, complicates the situation. 

As events unfold — and certainly there are many things that we 
cannot control or cannot anticipate at this point — we are simply 
going to have to keep weighing the different risks and trying to 
find an appropriate balance for policy going forward. 

Senator Shelby. As a bank regulator, too — this will be my last 
question, Mr. Chairman — do you fear some bank failures in this 
country? I know there are big risks where they are heavily involved 
in real estate lending. Does that bother you as a bank regulator? 

Mr. Bernanke. Well, I believe the FDIC and the OCC have re- 
cently provided some information. There probably will be some 
bank failures. There are, for example, some small or in many cases 
de novo banks that are heavily invested in real estate in locales 
where prices have fallen, and, therefore, they would be under some 
pressure. So I expect there will be some failures. 

Among the largest banks, the capital ratios remain good, and I 
do not anticipate any serious problems of that sort among the large 
internationally active banks that make up a very substantial part 
of our banking system. 

Senator Shelby. Do you see some of those larger banks seeking 
additional capital to bolster themselves? 

Mr. Bernanke. They have already sought something on the 
order of $75 billion in capital in the last quarter. 

Senator Shelby. Is that enough? 

Mr. Bernanke. I would like to see them get more. They have 
enough now certainly to remain solvent and to remain above, well 
above their minimum capital levels. But I am concerned that banks 
will be pulling back and not making new loans and providing the 
credit, which is the lifeblood of the economy. In order to be able to 
do that, they need in many cases — not all cases, but in some cases 
at least — they need to get more capital. 

Senator Shelby. Thank you. 

Chairman Dodd. Thank you very much, Mr. Chairman. 

Let me just say to the Chairman, I said this to him privately, but 
I really appreciate your candor in all of this. Your job is not to be 
a cheerleader but to lay out for us exactly how you see things. And 
I for one, anyway — I do not know if other Members feel likewise, 
but I am very appreciative of the fact that you are very clear and 
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very straightforward on your assessment of these matters, and that 
is important. 

Senator Reed. 

Senator Reed. Well, thank you very much, Mr. Chairman. And, 
Chairman Bernanke, welcome. I will say first that you bring to this 
very challenging job great intellect and great integrity, and I ap- 
preciate it very much. And it is a daunting moment in our eco- 
nomic history. 

You said in rather unemotional terms, characteristically talked 
about the squeeze that families are feeling. What I have heard in 
Rhode Island is exactly the same thing: increased costs for prac- 
tically everything you need, flat wages, and then the housing prob- 
lem taking away that sense of well reserve if something goes 
wrong. 

In fact, I was particularly struck by comments that were related 
to me about the bakers in Rhode Island, the family bakeries who 
have seen the price of wheat go up 200, 300, 400 percent. It is un- 
precedented, frankly. And if that continues, we are going to have 
real serious, serious problems, as you alluded to. 

The Fed has two major responsibilities: monetary policy but reg- 
ulation of large financial institutions. And in that latter category, 
I alluded to this in our last conversation in the Committee about 
your take on, frankly, how well you have activated your regulatory 
responsibilities in these last few years. 

We have seen major institutions write off billions of dollars, and 
mostly because of off-balance-sheet transactions. And it is quite 
clear that the Fed is there on a daily basis in all the institutions. 
I think the former Chairman of the CEA, Martin Feldstein, wrote, 
“The Fed’s banking examiners have complete access to all the fi- 
nancial transactions of the banks that they supervise and should 
have the technical expertise to evaluate the risks that those banks 
are taking.” 

Well, it seems quite clear now, with the restatement of balance 
sheets that these banks are taking lots of risks that they did not 
really see as risks. 

Are you satisfied that you have in place the regulatory proce- 
dures? And are you — I do not know what the right word is — dis- 
appointed that your regulatory apparatus did not alert the banks 
or monitor the banks more closely over the last several months? 

Mr. Bernanke. Well, Senator, you raise some important ques- 
tions. First of all, we and our fellow regulators, both in the United 
States and around the world, are engaged, as you might imagine, 
in a very serious review of what has happened and what we can 
do better in the future. The Federal Reserve itself is looking at our 
own practices and staffing and all those issues. The President’s 
Working Group is working on a set of recommendations looking 
broadly at the financial markets and the problems that arose. And 
all of those discussions and information will be feeding into an 
international analysis — the Financial Stability Forum, the Basel 
Committee, international groups of financial regulators, central 
banks, Finance Ministers, and so on — which will try to determine, 
what the problems were, where we can do better, and what we 
have learned from this episode. So we are certainly doing a lot of 
stock taking and trying to determine where there were problems. 
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In terms of the banks it should be emphasized that we do work 
very closely with the other regulators — the OCC, the FDIC, and 
others, depending on the type of bank. Our focus, I think of neces- 
sity, is for the most part on things such as the overall structure 
of risk management, the practices and procedures that the banks 
follow. 

It is very difficult for us to second-guess the specific asset price 
or asset purchase decisions that they make. I think going forward 
we do need to look in a much tougher way at the risk management 
and risk measurement procedures that the banks have. But, again, 
it is very difficult for us to tell a bank that — when they make a cer- 
tain investment that they think it is a good investment, and they 
have done all the due diligence — that it is a bad investment. That 
is not usually our role. 

Senator Reed. Let me follow up with two questions and ask for 
a brief response. First, when do you anticipate sharing with this 
Committee the results of this analysis you are doing of your regu- 
latory position within the next several months in a detailed basis? 

Mr. Bernanke. Well, the President’s Working Group and then 
the international bodies — the Financial Stability Forum, the Basel 
Committee — are anticipating sharing these reports within the next 
couple of months. The Financial Stability Forum has already 
issued a preliminary interim report trying to identify the areas of 
weakness and problems. 

Senator Reed. Another question, and this goes back to sort of the 
level of detail. Do your examiners look at what is happening on the 
trading desks of these large institutions in real time and then com- 
pare it to what is happening on the asset side? I mean, there has 
been a suggestion in some institutions that while they were being 
booked, some of these investments, at a reasonably high price, the 
traders were selling at a deep discount. Is that something that you 
did or propose to do in the future? 

Mr. Bernanke. Well, again, we cannot look over the shoulder of 
every trader on every trade, but what we can try to do is ensure 
that the systems exist so that the bank is ensuring that the appro- 
priate markdowns are taking place so that they are consistent be- 
tween the trade and the booking. So we do look at the systems and 
the risk management systems to try to determine if they are prop- 
erly managed. 

Senator Reed. Well, you know, I think we have a problem here, 
frankly, maybe because — and, again, you can take a systematic 
procedure, see that the procedures are all in place, but if the proce- 
dures are missing a major point or the assumptions underlying the 
procedures are outdated — and I would hope that your review would 
be prompt and timely and allow us to see details of what you have 
been looking at. 

Let me ask a question. You brought up Basel II. One of the as- 
pects of Basel II, to my understanding, is a reliance on ratings and 
rating agencies. In fact, it has been reported that Northern Rock, 
the British institution that failed that has now been nationalized 
by the British Government, was able to lower their risk-weighted 
assets by 44 percent under Basel II. The CEO at the time described 
it as the “benefits of Basel.” I suspect he is not describing it as 
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that — certainly the Prime Minister is not describing it as the “ben- 
efits of Basel” now. 

Does that give you pause with respect to rushing forward with 
Basel II? 

Mr. Bernanke. Well, Basel II, I still believe, is the right direc- 
tion. It is based on properly measuring risk and relating capital to 
the amount of risk that you are taking. I think in the case of 
Northern Rock, the real, most serious problems were not in the 
asset quality but, in fact, were due to a lack of liquidity planning 
because they did not have sources of liquidity when the run oc- 
curred, essentially. And we in our implementation of Basel II here 
in the United States do make liquidity planning an important part 
of our analysis. 

You mentioned credit ratings. It is true that credit ratings do 
play a role in some of the Basel II risk evaluations. They do not 
play a unique role. It is generally the case that banks are expected 
to make independent evaluations along with taking information 
from the credit ratings. However, this is certainly one of the areas 
where the Basel Committee, in reviewing the lessons of the recent 
events, is looking carefully on how or whether to use credit ratings 
in the risk measurement process. 

Senator Reed. Thank you, Mr. Chairman. 

Thank you, Chairman Dodd. 

Chairman Dodd. Yes, excellent questions. And, Mr. Chairman, 
just picking up on Jack Reed’s questions here, it may be worth — 
I had not thought about the Basel implications. We have looked at 
this thing, obviously, in a more parochial way, but I might ask the 
Chairman of the Fed to give us — we had one hearing on this. Sen- 
ator Shelby cares deeply about this issue, as I do as well, the rat- 
ing agencies. It is a complicated issue. But I think all of us would 
be deeply appreciative of some ideas from the Fed to us. If there 
is any need here for legislative action at all in this area, we would 
be very interested in hearing your thoughts and ideas on that as 
well. 

Mr. Bernanke. Senator, the Basel Accord is implemented by reg- 
ulation, and we have determined a joint action by the four bank 
regulators. We are working together through regulation to try to 
make improvements. We will certainly take a lot of advice from the 
Basel Committee and the changes and suggestions that they make. 

We have a very conservative process in place for introducing the 
Basel II system, which includes several years of transition floors 
that will not allow capital to decline very much, and a lookback 
study that will review the experience both here in the United 
States and elsewhere to try to understand and make sure that we 
are confident that the system is going to develop appropriately and 
provide enough capital for banks. 

So we will be taking the lessons of the recent experience very 
much to heart and incorporating them in the system. Basel II has 
the virtue of being flexible enough that it can adjust when you 
make changes like this. So I do not think at this point that legisla- 
tion is necessary. 

Chairman Dodd. OK. Well, I am pleased to hear that, and as I 
said, it is an excellent question that Senator Reed has asked. 

Senator Bennett. 
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Senator Bennett. Thank you very much, Mr. Chairman, and 
welcome, Chairman Bernanke. I trust you saw the piece in this 
morning’s Wall Street Journal, the op-ed piece by Allan Meltzer. 

Mr. Bernanke. Yes. 

Senator Bennett. “That 1970’s Show.” I will give you an oppor- 
tunity to comment on that. 

Mr. Bernanke. Well, Mr. Meltzer, who is an excellent economist 
and indeed who is a historian of the Federal Reserve, is concerned 
that the current situation will begin to look like the 1970s, with 
very high inflation and high unemployment. I would dispute his 
analysis on the grounds that I do believe that monetary policy has 
to be forward looking, has to be based on where we think the econ- 
omy and the inflation rate are heading. And as I said, the current 
inflation is due primarily to commodity prices — oil and energy and 
other prices — that are being set in global markets. I believe that 
those prices are likely to stabilize, or at least not to continue to rise 
at the pace that we have seen recently. If that is the case, then in- 
flation should come down, and we should have, therefore, the abil- 
ity to respond to what is both a slowdown in growth and a signifi- 
cant problem in the financial markets. 

He is correct, however, that there is some risk, and if the infla- 
tion expectations look to be coming unmoored, or if the prices of en- 
ergy and commodities begin to feed into other costs of goods and 
services, we would have to take that very seriously. I mentioned 
that core inflation last year was 2.1 percent, so it is food prices and 
energy prices, which are internationally traded commodities, which 
are the bulk of the inflation problem. 

Again, we do have to watch it very carefully, but I do not think 
we are anywhere near the 1970s type situation. 

Senator Bennett. Thank you. I wanted to get that on the record. 

As I look at the housing market and talk to some of my friends 
who are in the housing market, they tell me that the inventory is 
not monolithic, the inventory overhang — that is that the bulk of the 
overhang is in the higher-priced homes, because home builders 
wanted to build places where they would get the highest margin 
return, and if they built houses in the moderate housing area or 
affordable housing, their margins were not nearly as great and 
there were plenty of speculators willing to buy the bigger homes. 
And, indeed, they tell me that for affordable housing, there is, 
frankly, not a sufficient supply right now. 

They are urging me to do something on fiscal policy to stimulate 
people to build cheaper houses, that the housing construction 
would begin to catch up — not catch up. Construction levels would 
begin to pick up, whereas now they are dormant, waiting for the 
overhang to be worked off. 

Do you have any data that supports that anecdotal report? 

Mr. Bernanke. Well, we do have some data on investor-owned 
properties, and that has been increasing quite a bit. And my recol- 
lection is that among the mortgages that are having problems, 
something on the order of 20 percent of them are investor-owned; 
therefore, it is not a family that is being in risk of losing their 
home. So that is a significant consideration, and I think that in 
those cases investors who make a bad investment should bear the 
consequences. 
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Senator Bennett. That is my own attitude as well. But we are 
having conversations about stimulus packages around here, and it 
had not occurred to me, until I had this information from people 
in the housing market, that if we could stimulate people to buy the 
lower-priced houses, and those are the people who need the shelter, 
anyway, and there is not a surplus of inventory there, that that 
would have a very salutary effect both in terms of taking care of 
people’s needs and on the economy, because home builders would 
start to build again, they just would not be building in that portion 
of the housing market where there is an oversupply. But you do 
not have any specific data as to where the price points are in the 
inventory overhang? 

Mr. Bernanke. I could probably obtain such data. I am not sure 
that directly trying to stimulate specific types of house construction 
is necessarily the most efficient way to go about it. Probably the 
better thing is to try to ensure strong employment so people have 
the income and they can purchase the home they want to have, or 
they can rent if they prefer. But I do not have the data with me. 

Senator Bennett. Well, I would appreciate it if we could get 
some because I find this an intriguing idea. I know in Utah, which 
has not been hurt as badly by the housing problem as some other 
States — because we generate something like 30,000 new families 
every year that need houses. But in Utah, above a certain level, 
around $400,000, there is a glut of houses on the market and, 
therefore, nobody in that market or above can sell their house. But 
for houses in the $200,000 area, which we would now begin to 
think of as an affordable housing range, there does seem to be 
something of a shortage. 

So if you have any data on that that you could share with us, 
I would appreciate it. Because as we formulate the stimulus pack- 
age, Mr. Chairman, this is something I think we ought to look at. 
It is a little more sophisticated and has drilled down through the 
data to a more granular level. But anything we can do to get the 
construction business started — you say, well, it is maybe too long 
term out, but there are a lot of jobs that people can get in the con- 
struction business if they are building the lower-priced houses that 
right now the construction workers do not have anything to do. 

Mr. Bernanke. Senator, one thing that is certainly true is that 
a lot of the big house price declines are taking place in high-priced 
areas like California and Florida, Nevada, Arizona, where prices 
went up a lot before, and now they are coming back down. 

Senator Bennett. That is the price range that it is hitting in 
Utah as well. 

Thank you, Mr. Chairman. 

Chairman Dodd. Not at all. And I might have missed this in 
your point here, but seemingly one of the issues we are grappling 
with here is the oversupply. And you are raising a different ques- 
tion. Where is that oversupply occurring? But one of the concerns 
I have is that allowing the market to take over here, if your supply 
increases and demand is not keeping pace, then obviously your 
ability for the market to really help stabilize this problem here is 
going to be de minimis, it seems to me. 
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Senator Bennett. My point is that the market is not monolithic. 
There is an oversupply at the high range, but I am being told that 
in the lower range 

Chairman Dodd. Well, that is a good question and one we ought 
to — if you have the ability to give us some information on that, I 
would be very interested in that as well, Mr. Chairman. 

Let me turn to Senator Menendez. 

Senator Menendez. Thank you. 

Thank you, Mr. Chairman, for your testimony and your service. 
It seems to me — and I am sure all of us — that the central bank is 
faced increasingly with the contradictory pressures of the slowing 
economy and rising consumer prices — gas prices, food prices, en- 
ergy prices as a whole, to name a few. Isn’t revving up a slow econ- 
omy far easier than slowing inflation once it has become en- 
trenched? 

Mr. Bernanke. As you say, if it becomes entrenched, if inflation 
expectations were to rise and that were to lead to a wage-price spi- 
ral, for example, or, non-energy, non-food prices rising more quick- 
ly, that would be more of a concern. As I said, we are concerned. 
I do not wish to convey in any way that we are not concerned about 
it. We are trying to balance a number of different risks against 
each other. 

With respect to inflation, as I said, our anticipation is that infla- 
tion will come down this year and be close to price stability this 
year and next year. If it does not, then what we will be watching 
particularly carefully is whether or not inflation expectations or 
non-energy, non-food prices are beginning to show evidence of en- 
trenchment, of higher inflation, as you point out. That would cer- 
tainly be of significant concern to us and one that we are watching 
very carefully. 

Senator Menendez. Let me ask you, with consumers reluctant to 
spend and businesses reluctant to invest and lenders reluctant to 
lend and home prices going downwards, is the lower interest rates, 
do you believe, going to be enough to do the trick? 

Mr. Bernanke. Well, I think it is certainly helpful, and we also 
have a fiscal package, as you know. A lot is going to depend on the 
underlying resilience of the economy itself and of the financial sys- 
tem to work through these problems and to bring us back to a situ- 
ation where we can grow in a normal way. 

Senator Menendez. How about something that you do not have 
control over, which is the foreign confidence in the American dol- 
lar? Isn’t your ability to continue to cut rates to some degree re- 
strained by the willingness of foreign countries to continue to fi- 
nance the current account deficit? 

Mr. Bernanke. Well, it is a complex question. We 

Senator Menendez. Can you give me a simple answer? 

Mr. Bernanke. I will try. It is important for the U.S. economy 
to be strong and an attractive place for investment. And I think we 
are better off in the medium term trying to ensure good, strong 
growth in the economy to attract foreign investment than we are 
falling behind and allowing the economy to drop into a severe de- 
cline. 

So there is a balance there. We have to think about the short- 
term return, which is partly related to our interest rate decisions, 
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but we also need to think about the medium term, where we want 
to make sure the economy is growing in a stable and healthy way 
which will attract foreign investment. 

Foreign investment, I should emphasize, continues to be strong. 
We are not seeing any significant shifts of out of dollars among offi- 
cial holders, for example. And I anticipate that we will continue to 
have the capital inflows we need, in part, going back to my earlier 
comments, because I do think that the world recognizes that the 
U.S. economy has underlying strengths and resilience that will 
bring us back to a strong growth path within the next couple of 
years. 

Senator Menendez. If then the Fed’s decision at this point in 
time — of course, it always depends upon the point in time — is that 
dealing with the slowing economy is the present priority, and as 
the Chairman has said on more than one occasion, that if there is 
a great challenge in the economy, it stems from the mortgage melt- 
down, the housing market meltdown, are we — I have a real con- 
cern. You know, in March of last year, I and a few others said we 
are going to have a foreclosure tsunami, and everybody pooh- 
poohed that and said that is an overexaggeration. And, unfortu- 
nately, we are well on our way, and we have not even seen the to- 
tality of it. 

The question is, when I see the Center for Responsible Lending 
say that basically the present administration’s plans will only deal 
with 3 percent of the properties, removing them from foreclosure, 
and I see Moody’s saying that the experience of 2007 is largely 
around 3.5 percent of workout, at the end of the day is a 97-percent 
market correction something that we are willing to accept and 
something that we need to accept? Or is that a percentage that is 
far too high? 

Mr. Bernanke. Senator, there have been about four or five stud- 
ies reviewing the experience of servicers and lenders and trying to 
work out mortgages, and, unfortunately, we are still getting a very 
mixed and fuzzy picture about exactly what is happening. One of 
the benefits, I think, of some of the recent actions associated with 
the Hope Now Alliance, for example, is that I hope we will be get- 
ting better, more up-to-date, and more consistent data on what is 
actually happening in the field. 

I do agree that while the servicers seem to have made some 
progress in scaling up their activities, they are not yet to the point 
where they can deal with what you called the “tsunami of fore- 
closures,” which is already well underway. And for that reason, we 
continue to urge them to expand their efforts further, to work to- 
ward more permanent solutions. 

Senator Menendez. But if that were to be the figure, is that an 
acceptable market correction figure, 97 percent of the couple of mil- 
lion families in this country ready to lose their home? Is that what 
we are willing to accept, both in the context of public policy as well 
as in the context of our economy? 

Mr. Bernanke. Well, even under regular circumstances, unlike 
what we have today, the number of foreclosure starts that actually 
ends in an eviction or a sale is well less than 97 percent. So I am 
not quite sure what to compare it to. Obviously, the more people 
who are able and desire to stay in their home, the more we can 
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help, the better that is going to be. And I strongly support in- 
creased efforts by the servicers and lenders to address this issue. 

Senator Menendez. Well, my concern is we were behind the 
curve in trying to deal with the issue, and my concern is now we 
seem to be continuing behind the curve in stemming the hem- 
orrhaging that is going on. 

One last question. The central bank has always seen its core mis- 
sion as safety and soundness. Consumer protection I hope is going 
to increasingly be something that you will consider a core mission 
as well. And I heard your remarks at the very end of your testi- 
mony. 

Is it your intention — when you talk about issuing something on 
unfair and deceptive practices, is that in relation to credit cards, 
mortgages, to REITs? Is it cross-cutting? 

Mr. Bernanke. We have already issued the HOEPA rules, which 
address unfair, deceptive acts and practices relating to mortgages, 
for comment. We are currently receiving comments on those. 

The new rules, which I alluded to, for the spring are under the 
FTC unfair, deceptive acts and practices code, and they would 
apply to credit cards, and possibly other things, but primarily cred- 
it cards. 

Senator Menendez. Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much. 

Senator Allard. 

Senator Allard. Thank you, Mr. Chairman, and thank you, 
Chairman Bernanke. 

Mr. Chairman, we have to, I think, remind ourselves exactly 
what is involved in a recession. I hear the reporters, I think erro- 
neously, reporting a recession when actually we are having an eco- 
nomic slowdown. I would like to have you define for the Committee 
what would constitute a recession. 

Mr. Bernanke. Well, recessions are generally called, so to speak, 
by a committee called the Business Cycle Dating Committee, which 
is part of the National Bureau of Economic Research — a committee 
of which I was once a member, by the way — which looks at a wide 
variety of indicators to see essentially if the economy contracted 
over a period of time. It is a somewhat subjective decision, and it 
is often made well after the fact because of the revisions of data 
and so on. 

A more informal but widely used definition of recession is two 
consecutive quarters of negative growth. That would be an alter- 
native that people use. 

Senator Allard. There was a newspaper article or report that 
came out, I think in the last day or two, suggesting that somehow 
or other the Federal — or you and the Fed may be running out of 
tools to control inflation. Do you have a comment on that comment? 

Mr. Bernanke. Well, as I said, we are trying to use our principal 
tool, which is the Federal funds rate, to balance the various risks 
that we see in inflation and growth and financial stability. We do 
not really have additional tools on inflation. We do have additional 
tools to deal with financial problems, such as, the term auction fa- 
cility, which we are currently using, and other steps that we have 
taken or could take. 
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With respect to inflation, I think our principal tool would be the 
interest rate. 

Senator Allard. Now, the Congress, through public policy, I 
think on a macro scale, may have some impact on the economy. 
And in general terms, if the Congress was to increase spending, 
what do you feel would — what kind of an impact would that have 
on the economy? And then look at the other side. Suppose Congress 
would increase taxes. What kind of an impact would that have per- 
haps on today’s economy where we are standing? 

Mr. Bernanke. Well, from a short-term aggregate demand view- 
point, spending tends to add to demand, and if the economy is at 
a point where its resources are not being fully utilized, it could lead 
to more increased utilization of resources; whereas, higher taxes in 
a short period of time, if it reduces consumer spending, for exam- 
ple, could lead to less use of resources. 

The Congress has passed a fiscal stimulus package which tries 
to address the issues of aggregate demand and sufficient demand 
for utilization of resources. I would urge the Congress, in looking 
at additional spending and tax plans, to think about the underlying 
effects on the efficiency and effectiveness of the economy, that is, 
not to make decisions based on short-term demand considerations 
but to think about how these spending programs or tax programs 
affect how well the economy will grow over the long term. 

Senator Allard. So you are thinking about Social Security, 
Medicare, and Medicaid primarily on those costs, I would assume? 

Mr. Bernanke. Well, and from a fiscal perspective in the longer 
term — and by longer term, I means only a few years from now be- 
cause we are coming very close to the point where the baby-boom 
generation is going to begin to retire in large number. By far, the 
biggest issue is entitlements, particularly the Medicare part, but 
Social Security as well. 

Senator Allard. Yes, I appreciate those comments. 

The other thing, you talk about, you know, inflation being 
pushed by energy and food costs. What is offsetting that? There 
must be some — to come out with an average of 2 percent, a little 
over 2 percent, there must be somewhere over here where we are 
getting a lesser amount that is offsetting those increases. Where do 
you see that happening? 

Mr. Bernanke. Well, what we saw in 2007 was about 2-percent 
inflation excluding energy and food. When you add on the energy 
and food, you get something more like 3.5 percent by our preferred 
indicator, which is obviously a high rate of inflation and we are not 
comfortable with. 

Senator Allard. So you do not see a sector of the economy that 
is being driven down in a way that it has an offsetting effect. You 
are just seeing this just averaging out as a part of the average. OK. 

We have on ethanol, for example, on energy, we have a really 
high tariff. It is 51, 52 percent. And energy builds into the whole 
economy. It is a fundamental driver. 

What do you think about us looking at reducing some of those 
high tariffs like that? What kind of an impact would that have on 
our economy? 
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Mr. Bernanke. Well, Senator, as you know, I favor open trade, 
and I think that allowing Brazilian ethanol, for example, would re- 
duce cost in the United States. 

Senator Allard. And is that — when you look at the food — the 
way I look at it is when you have an ethanol — you have your food 
products being diverted to ethanol production, it has an impact on 
both food as well as the cost of energy and whatnot. Is it a signifi- 
cant enough part of the economy that we need to look at that more 
seriously? 

Mr. Bernanke. I do not have an estimate of the overall effect. 
I think it would be hard to do. But it is the case that a significant 
portion of the corn crop is now being diverted to ethanol, which 
raises corn prices. And there are some knock-on effects; for exam- 
ple, some soybean acreage has been moved to corn production, 
which probably has some effects on soybean prices, too. So there is 
some price effect on foodstuffs coming through the conversion to en- 
ergy use. 

Senator Allard. Well, you know, the wheat farmers in my State 
are saying that wheat is at a historic high for them, and so I won- 
der just, you know, how much of that — -I suppose, again, that is a 
dryland crop, but there is some conversion to dryland corn. But, 
again, that seems to have some impact on the grains in general, 
and the poultry people and the livestock people — well, all livestock 
people — swine, poultry, and beef in particular — all have concerns 
about that. So I was curious to see how you were evaluating that 
policy in respect to the total economy, and obviously you do not 
have too much to say on that because you do not think it is too 
big a part of the economy. Is that right? 

Mr. Bernanke. Well, again, I do not know quantitatively how big 
the effect is, but there is some inflationary pressure coming 
through foods, including corn and soybeans, and obviously other 
crops like wheat which have suffered various supply problems in 
the last year. 

Senator Allard. Yes, OK. Well, Mr. Chairman, I see my time 
has run out. 

Chairman Dodd. Great questions, too, and we will come back to 
those maybe in a little bit. Senator Reed was raising with me pri- 
vately the issue as well, and I think it is worth exploring. The issue 
of the question of the value of the dollar, the rising price of oil, the 
dollar denomination oil pricing, whether or not that can shift in 
these commodities generally is an interesting issue. 

But let me turn to Senator Bayh. 

Senator Bayh. Thank you, Mr. Chairman. 

Mr. Bernanke, thank you for you — Chairman Bernanke, I should 
say. Thank you for your presence today, and thank you for your 
service to our country. I think you have your priorities right. You 
mentioned that the risks in the forecast are to the downside and 
that our principal concern at this moment — you have to strike a 
balance, but our principal concern should be avoiding an economic 
downturn of severity and duration while continuing to focus on in- 
flation in the longer term. 

As you and some of my colleagues have pointed out, the genesis 
of much of this originated in the housing sector, particularly with 
some of the subprime type mortgages. And it seems to me that you, 
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in setting monetary policy, erred on the side of — not erred, but you 
have been more aggressive than less and tried to minimize the 
downside risk to the economy. And that is as it should be. 

My question to you is: Should not Congress do the same in ad- 
dressing the housing problem? The President has the voluntary 
Hope Now initiative you have outlined. I think it would be chari- 
table to say that the results of that have been modest to date. You 
indicate there is not a lot of data, but it certainly does not seem 
as if it has had much of an impact. 

There are some proposals, fairly narrowly circumscribed ones be- 
fore us, that would focus on this issue, allowing bankruptcy courts, 
only with regard to outstanding subprime mortgages, to revisit 
some of these issues, only when the borrowers have passed a strict 
means test. The interest rates would be set at prime plus a risk 
premium, and if the homes were ever resold, the lenders would 
participate in the upside, any potential upside, if the property 
would revalue. 

Now, the President has threatened to veto this initiative, and 
some have claimed that it would add as much as 2 percent to the 
cost of a mortgage. I find that to be not a credible analysis when 
it, by definition, does not apply to future mortgages. This is a one- 
off event, the greatest housing downturn in the last 50 years, fairly 
narrowly circumscribed. 

So my question to you is: Just as you have emphasized being 
more aggressive at this moment, should not we? And as an econo- 
mist, is it credible to think that this would add 2 percent to the 
cost of a mortgage moving forward in this narrowly circumscribed 
manner? 

Mr. Bernanke. I do not know how much it would add. I think 
it would probably add something because the collateral would be 
less secure. 

Senator Bayh. This only applies to past loans, by definition, not 
future ones. 

Mr. Bernanke. Well, then the question is raised: Will this hap- 
pen again? 

Senator Bayh. Well, every 50 years when we have a calamity 
like this, maybe so. 

Mr. Bernanke. You know, I see concerns on both sides of this, 
and I understand the rationale for wanting to make those changes. 
I also see some concerns about the effects on the marketplace and, 
for example, on holders of current loans, how they would react. 

Senator Bayh. There are some implicit risks in the more aggres- 
sive monetary policy you have pursued. 

Mr. Bernanke. Monetary policy is my domain, and I 

Senator Bayh. My point is and the question I am raising, just 
as you have been more aggressive — and appropriately so — should 
not we? 

Mr. Bernanke. I think there is an argument for being aggressive 
in general, but I would just decline, if you would permit me, to en- 
dorse that particular action. I am really at this point focused on 
FHA and GSE reform as being two useful steps in the direction of 
helping the housing market. And we should continue to think 
about alternatives. But at this point I do not have, good additional 
measures to suggest to you. 
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Senator Bayh. Well, I do not want to put you in the business of 
getting into the debate between the legislative and executive 
branches here, but I do think at this moment, as we have all recog- 
nized, this is a perilous moment for the economy. It seems to me 
that there are risks on either side, but the balance here, it seems 
to me, lies on being a little more aggressive than less. And that 
ought to apply to all aspects of our policy, not just one particular 
subset. 

We have had a big discussion here about inflation versus growth. 
Again, I think you have your priorities right in that regard. You 
have pointed out that the core rate, while modestly above target, 
has — the principal thing driving this in the near term has been 
food and energy costs, and that you do not see any persistent rise 
in the core over the longer term. 

My question, Mr. Chairman, is: What indicia of economic sta- 
bility or greater growth would alleviate your concerns and would 
allow you to then perhaps pivot and focus on the inflation concern 
more than we currently are? 

Mr. Bernanke. Well, Senator, first, I do not want to leave the 
impression that we are looking only at one 

Senator Bayh. No, no. You were very balanced. 

Mr. Bernanke. We are always trying to balance these risks and 
always trying to continually re-weight our thinking about the dif- 
ferent risks to the economy. 

Senator Bayh. Maybe a better way to put my question would be: 
When will the risks be back in equilibrium as opposed to — what in- 
dicia will you look at to reassure yourselves that the economy is 
stabilized and growth is resumed at an acceptable level? 

Mr. Bernanke. One of the concerns that I have is that there is 
some interaction between the credit market situation and the 
growth situation — that is, if the economy slows considerably, which 
reduces credit quality, that worsens potentially the condition of 
credit markets, which then may tighten credit further in a some- 
what adverse feedback loop, if you will. I think that is an undesir- 
able situation. I would feel much more comfortable if the credit 
markets were operating more nearly normally and if we saw fore- 
casted growth — not necessarily current growth but forecasted 
growth — that looked like it was moving closer toward a more nor- 
mal level. 

So what I would like to see essentially is a reduction in the 
downside risks which I have talked about, particularly the risk 
that a worsening economy will make the credit market situation 
worse. 

Senator Bayh. Well, let me ask you — but I have got only 1 
minute so I am going to need to hurry. I did have two questions. 
What aspect of the credit markets will you look to? And, in par- 
ticular, I have been interested — you talked about the flight from 
risk. There have been some aspects of the credit market that seem 
to me to be almost without risk, and yet people are fleeing from 
those as well. These auction rate securities, very short term, the 
underlying assets, particularly in the municipal sector, virtually no 
risk of default, and yet that seems to have seized up as well. 

What do you think will lead people to begin to assume rational 
levels of risk again? And what indicia will you look to in the credit 
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markets to reassure yourself that this situation is beginning to 
work itself through? 

Mr. Bernanke. Well, there is reluctance to take risk, and there 
are also concerns about understanding exactly what a particular fi- 
nancial asset consists of. And there are still some issues of trans- 
parency and so on that need to be worked out. 

I think that a stable situation would be one in which good qual- 
ity credits like, major municipal borrowers would not have dif- 
ficulty in getting credit, and the issue would be the same for good 
quality credits of firms and households as well. 

So when you see a pulling back, and seeing the problem spread 
through a variety of markets, which is interfering with the normal 
flow of credit, then obviously that is not a normal, healthy situa- 
tion. 

Senator Bayh. Mr. Chairman, I have just one — my final ques- 
tion. Mr. Chairman, it has been visited by a couple of my col- 
leagues; particularly Senator Reed I thought was excellent in his 
questioning. It has to do with the credit agencies. We had a couple 
of very capable individuals come before our caucus to focus on some 
of these economic concerns, and the issue of the rating agencies 
came up. And one of them, in response to my question about — mar- 
kets can operate efficiently, but that presumes they have access to 
accurate information. In this case, you know, clearly that was not 
always so. And this is the problem with the credit markets in part 
you have pointed out here. So what can we do to avoid this again? 
You have mentioned that you and your people are looking at that. 

But when I asked the question, this individual said, “Well, I am 
not sure any additional action by the Government is necessary. The 
market will work this out. These rating agencies, their share prices 
will be punished and, therefore, they will have an incentive to not 
do this again.” 

But whether it is in regard to certain types of Latin American 
credit or other areas, it seems that the markets have a way of for- 
getting the lessons of history, focusing on short-term decision mak- 
ing, every 7, 8, 10 years or so, and we kind of end up in some of 
these problems again. And the consequences to the broader econ- 
omy here have been so profound and so great, it seems to me, that 
in addition to relying on the market, perhaps there should be some 
parameters to ensure that we do not end up in this situation again, 
which leads us to either regulatory or legislative action. 

So, just broadly speaking, do you think that some additional ac- 
tions, either regulatory or legislative, may be in order to ensure 
that this situation does not repeat itself in the future and that we 
do not just simply rely upon the punishment of the market to pre- 
vent this in the future? 

Mr. Bernanke. Well, regulatory action is already being con- 
templated. The Securities and Exchange Commission, which has 
authority over the credit rating agencies, is reviewing the situation, 
and seeing whether additional steps need to be taken. Of course, 
the Congress already gave the SEC some powers, which they have 
begun to implement. 

The fault lies on both sides of the equation, if you will — with the 
credit rates, but also with the investors, who over-relied on those 
ratings and did not do sufficient due diligence. In that respect, as 
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I mentioned before, the Basel Committee is looking at the use of 
ratings in risk measurement for banks, and I would encourage the 
regulators of pension funds and other investors, for example, to en- 
sure that investors do due diligence over and above simply looking 
at the rating and assuming that is all you need to know. 

Senator Bayh. Thank you, Mr. Chairman. 

Chairman Dodd. Thank you, Senator, very, very much. Again, 
some very, very good questions. 

Senator Bunning. 

Senator Bunning. Thank you, Mr. Chairman. My opening state- 
ment I will submit for the record. 

Chairman Dodd. By the way, I should have made that point. All 
opening statements and any supporting documents people want to 
have will all be included in the record, and I appreciate you raising 
that. 

Senator Bunning. Chairman Bernanke, can you explain what in- 
formation or event caused the Fed to change its view on the condi- 
tions of the economy and the financial markets and led to the Jan- 
uary 21 intermeeting rate cuts? 

Mr. Bernanke. Yes, Senator. First of all, as you know, we cut 
rates by about 100 basis points during the fall, reacting to the drag 
on the economy arising from the housing markets and from the 
credit market situation. Around the turn of the year and early in 
January, the data took a significant turn for the worse, and it 
seemed clear that the economy was slowing, and slowing more than 
anticipated, and that the credit market condition situation was con- 
tinuing. 

On January 9, I called a meeting of the Federal Open Market 
Committee by video conference to discuss the situation. It was 
agreed by the committee that some substantial additional cuts in 
the Federal funds rate were likely to be necessary. The thought at 
the time of that meeting was that it might be worth waiting until 
the regular meeting at the end of the month where we could have 
a fuller discussion and see the revised forecast and so on, taking 
into account the possibility that we could also move intermeeting, 
if necessary. 

On January 10, I gave a speech where I informed the public that 
I thought that substantive additional action might well be nec- 
essary, thereby signaling that the conditions had changed and that 
further rate cuts were likely to happen. 

In the days that followed that speech, the tone of the data dete- 
riorated considerably further, which made me think that the out- 
look was, in fact, much weaker and the risks were greater. That 
was showing up both in the data and in the financial markets. We 
were seeing sharp declines in equity prices. We were seeing wid- 
ening of spreads. And we were also seeing, again, adverse data. 

On January 21, I became concerned that the continued deteriora- 
tion of financial markets was signaling a loss of confidence in the 
economy, and I felt the Fed, instead of waiting until the meeting, 
really needed to get ahead of that and take action. So I called an 
FOMC conference call, and we agreed at that point to cut the Fed- 
eral funds rate target by 75 basis points. 

There was an understanding at that meeting that further addi- 
tional action was very likely to be needed, but we felt that we could 
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wait another 10 days until the regular meeting to determine ex- 
actly how much additional action. At the meeting at the end of 
January, we had a full review, discussion, forecast round and so on 
and determined that an additional 50 points was justified. 

Looking back, as the data have evolved, I think that the 125 
basis points was appropriate for the change in the tone of the econ- 
omy, and I think it was the right thing to do. 

Senator Bunning. Are the days of constant and gradual Fed rate 
changes over? In other words, are large and intermeeting rate 
changes going to become a regular part of the Fed toolbox now? 

Mr. Bernanke. I cannot make any guarantees, Senator, but in 
general, we prefer to move at the regularly scheduled meetings. As 
I said, that is a chance to get together in Washington and to have 
a full briefing by the staff and to have all the information made 
available to us. 

Senator Bunning. How about which do you see as a greater 
threat to the economy, a credit crunch now or higher inflation in 
the future as a result of efforts to stop a credit crunch? 

Mr. Bernanke. Senator, we have to keep balancing those things. 
As I said, our current view is that inflation will moderate this year 
as oil and food prices do not rise as much this year as they did last 
year. We are also watching very carefully to make sure that higher 
oil and food prices do not feed into other costs and into other prices 
or that inflation expectations do not become unanchored. If those 
developments began to happen, that would certainly force us to pay 
very serious attention. 

At the moment, I think the greater risks are to the downside — 
that is, to growth and to the financial markets; but, again, we are 
always vigilant on all of our objectives and are always trying to 
balance those risks against each other. 

Senator Bunning. You read the Wall Street Journal. I am very 
sure of that. Today, in the Wall Street Journal, “Report on profits 
a bright spot in the gloom. The Dow Jones Industrial Average has 
gained 6 percentage points since the first day of the year.” In the 
Standard & Poor’s index, 462 corporations have reported their 
earnings for the fourth quarter; 62 percent of those that have re- 
ported topped their earnings estimates — 62 percent. If you drop out 
financials, carve out financials, which were 12 percent lower, the 
gloom and doom that I have heard here today is not gloom and 
doom. Are you going to tell me that these same corporations that 
reported — and we had a really low growth rate in the fourth quar- 
ter — are going to be worse in the first quarter? Or are we also 
going to have the same kind of reporting in the first quarter of 
2008 that this profit report on the Standard & Poor’s and the Dow 
is not as accurate in the first quarter as it was in the fourth? 

Mr. Bernanke. Well, Senator, you are absolutely correct that 
profits at the nonfinancial firms have remained pretty good. I do 
not have with me an estimate of the profits for the first quarter. 
But firms seem to be indicating concerns about the future. For ex- 
ample, if you look at the ISM survey of non-manufacturing indus- 
tries, it dropped very significantly a few weeks ago, suggesting a 
good bit more pessimism on the part of firms. 

Senator Bunning. But isn’t one of the real signals that we really 
have to watch the unemployment rate in the United States of 
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America? And that moved from 4.9 to 5 percent in the fourth quar- 
ter. And where is it now? Where do you estimate it to go in the 
first quarter of 2008? 

Mr. Bernanke. It jumped in December from 4.7 to 5.0, which is 
a pretty significant jump, and it was certainly something that we 
looked at. And 

Senator Bunning. Well, that was kind of indicated by the low 
growth rate and the reasonable expectation that the job rate would 
be higher, unemployment in the fourth quarter. I am asking about 
2008. 

Mr. Bernanke. Well, I reported our projections for the fourth 
quarter, which were 5.2 to 5.3 percent in the fourth quarter. We 
are seeing unemployment insurance claims rising, which I think is 
consistent with the somewhat higher unemployment rate going for- 
ward. 

Senator Bunning. What are you telling me? 

Mr. Bernanke. That the unemployment rate is likely to go up 
from here. 

Senator Bunning. How bad? Are you saying 5.6, 5.7? 

Mr. Bernanke. The baseline projection we have made for the 
fourth quarter is 5.2 to 5.3, but there are downside risks. Things 
could get worse than that. We do not know. But it is not our main 
projection. It is just a risk that we see out there. 

Senator Bunning. Then does that bode well with the lowering of 
interest rates and the higher rate of unemployment? That indicates 
to me that someone in the Journal today that talked about stagfla- 
tion might be talking more sense than we might anticipate. 

Mr. Bernanke. Well, again, Senator, we are just trying to bal- 
ance the risk of growth, inflation, and financial stability. Monetary 
policy works with a lag, and, therefore, we have to 

Senator Bunning. Well, I understand that very clearly. We 
should have lowered rates earlier, and all of a sudden we lowered 
them 2.25 points — 225 basis points in less than — what? — 6 weeks, 
8 weeks. 

Mr. Bernanke. It was 125. 

Senator Bunning. 125. 

Mr. Bernanke. Yes, Senator. 

Senator Bunning. Well, if you count the fourth quarter of last 
year, what was the total? 

Mr. Bernanke. We lowered 50 basis points in September, 25 in 
October, 25 in December, and 125 in January. 

Senator Bunning. Then it was 225. 

Mr. Bernanke. Not in the fourth quarter. 

Senator Bunning. No, no. Total. Total since the last 

Mr. Bernanke. That is right. 

Senator Bunning. That is considerable, and the market condi- 
tions indicated that that was absolutely necessary. 

Mr. Bernanke. I think so. The housing market decline and the 
weakness in the credit markets were suggestive of 

Senator Bunning. Well, the weakness in the credit markets, 
Chairman Bernanke, were signaled last year, early in the year. I 
mean, it was not — it did not take a rocket scientist to figure that 
out. And I know with all the great economists that you have on the 
Federal Reserve and your members of the Federal Open Market 
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Committee are a lot sharper than the people sitting up here at this 
table. And you had a big heads-up signal that the housing market 
was in the tank early last year. 

Mr. Bernanke. But the housing market was not affecting the 
broad economy. When we lowered interest rates on the last day of 
October, that morning we received a GDP report for the third quar- 
ter of 3.9 percent, which was subsequently revised to 4.9 percent, 
and inflation was a problem. So, in fact, I think if we look back on 
this episode, we will see that the Fed lowered interest rates faster 
and more proactively in this episode probably than any other pre- 
vious episode. 

As you point out, the unemployment rate is still below 5 percent, 
and 

Senator Bunning. I lived through the Greenspan years. I know 
exactly what you are talking about. 

Thank you. 

Chairman Dodd. Thanks very much. 

Senator Schumer. 

Senator Schumer. Mr. Chairman, with your and the Commit- 
tee’s permission, Senator Tester has to be somewhere at noon and 
so do I, so I volunteered to split my time with him and let him ask 
the first question and leave, and then I will — if that is OK with you 
and the rest of the Committee. 

Chairman Dodd. Fine. 

Senator Tester. Thank you, Senator Schumer, and thank you, 
Mr. Chairman, and thank you, Chairman Bernanke. I appreciate 
your forthrightness today and always. 

I want to talk about commodities for a little bit. I am a farmer. 
I am happy when commodities go up. But as was earlier pointed 
out today, oftentimes this can end up potentially like it was in the 
1970s when we saw a big commodity raise; we saw the inputs that 
went into agriculture go through the roof; we saw food prices on 
the shelf go up because commodity prices were higher; and then 
commodity prices fell back. Those inputs that went into production 
agriculture stayed up, and the food on the shelf stayed up, too, be- 
cause they said there was not enough wheat in a loaf of bread to 
make a difference after they raised the prices because commodities 
went up. 

My question to you is: Do you see that playing out the same 
way? I mean, we are going to see food prices go up probably, it 
would be my guess. We already have. And we have already seen 
inputs go up on the farm for production agriculture. I anticipate 
this commodity price will not stay where it is at forever. They usu- 
ally do adjust, and they usually adjust down. And food prices will 
stay up, inputs will stay up. Do you see that same thing happening 
again? And is there anything we can do if it is that way? 

Mr. Bernanke. If commodity prices come down, including energy 
prices and raw food prices, I would expect to see, perhaps with a 
lag, finished food prices come down as well. As we have been dis- 
cussing, the commodity prices, both food and energy, have been the 
primary source of the recent inflation. If they stabilize, even if they 
remain high, then inflation will moderate. And I expect that would 
happen, at least over time, at the finished level as well as at the 
raw level. 
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Senator Tester. OK. Thank you very much, and I want to thank 
Senator Schumer again. Thank you very much. 

Senator Schumer. My pleasure. 

Two questions, Mr. Chairman. The first involves these sort of 
combination, creating problems now, of marking to market and the 
credit crunch, freeze, call it what you will. You know, when I first 
got here on the Banking Committee, banks really did not mark to 
market, and we regarded it as great progress that they now have 
to mark to market, like securities firms and others always did. It 
is a proper valuation of their assets. 

The problem here is nobody knows how to mark to market be- 
cause there is no market. In too many areas, no one is buying. And 
so you do not know what they do when they make a valuation. I 
have heard from many people that that valuation is — they make it 
artificially low, and that further exacerbates. It is a vicious cycle 
because then they do not have the capital, they cannot do any more 
lending, and everything is frozen up. 

Is there a way to deal with that problem now? Is there a way 
to say, yes, you have to mark to market, but in these unusual cir- 
cumstances you can do it 6 months from now, or something to that 
effect, quarterly, yearly? 

I am not an expert here, but I do know it is a real problem. How 
do you mark to market when there is no market? And because 
there is no market, rare, almost never occurred in such large parts 
of the credit market before, is this an unusual circumstance where 
this does not work? 

And my second question — and I will ask you to answer both — is 
this: The worry I think people have — and we have seen some ques- 
tions on this — is that it is a lot easier to get the economy going 
than to shut inflation off. And the worry is that we go back to the 
situation in the late 1970s where the economy was stalling, rates 
were lowered, and then there was nothing that the Fed could do 
other than very late and drastic action to curb inflation. It was a 
difficult struggle. We went through it in the 1980s, and I remember 
paying 21 percent on my mortgage when I first signed my mort- 
gage in 1982. 

Do we have better tools now that can control, you know, if infla- 
tion should start going beyond what you imagine for all the — we 
are global economy. You have less experience and less tests in this 
interconnected world than you did 20 years ago. Do we have better 
tools? Are you worried that if inflation really starts chugging along, 
that even a quick raise in interest rates will not be able really to 
head it off without really severe damage to the economy? 

So those are my two questions. 

Mr. Bernanke. Thank you, Senator. On the first one, you raise 
a very good point. The Federal Reserve has long had sort of a 
mixed view about fair-value accounting. We think that market- 
traded assets should be valued at the market price and that inves- 
tors are entitled to know what that price is. But we have always 
recognized — and we had in mind things like bank loans, for exam- 
ple, that are relatively illiquid — that it might be difficult to value 
them on a fair-value basis and that there could be problems arising 
there. 
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As you point out, we now have a situation where some assets 
which are normally tradable are perhaps not generally tradable. 
The accounting profession has created a system which, attempts to 
get around that problem. There are these three different levels 
where you have a market valuation or a model valuation or a judg- 
ment valuation. 

I think that is one of the major problems that we have in the 
current environment. I do not know how to fix it. I do not know 
what to do about it. I think the accountants need to make the best 
judgment they can. 

Senator Schumer. Some have suggested, you know, delaying a 
mark to market, even using this system until there is a market 
and letting the — because you really do not know the value of the 
asset. And if you undervalue it, you may be hurting things as much 
as if you overvalue it. 

Mr. Bernanke. I understand your concern, Senator, but the risk 
on the other side is that if you do too much forbearance or delay 
mark to market, that the suspicion will arise among investors that 
you are hiding something. 

Senator Schumer. Right. What about a rolling average that 
takes into account 6 months back? 

Mr. Bernanke. Senator, I have not worked through any pro- 
posals like that. This is really an Accounting Board responsibility. 
I agree there is a severe problem. It is difficult to change the rules 
in the middle of a crisis. 

Senator Schumer. I know. 

Mr. Bernanke. It is one of those things that we are going to 
have to put on the list of issues to evaluate as we try to learn the 
lessons from this experience. 

Senator Schumer. But you do admit it is a serious — it is one of 
the nubs of the problem now, even though it has not been talked 
about that much. 

Mr. Bernanke. And the direction of how to fix it is not at all 
clear. 

Senator Schumer. OK. Second question. 

Mr. Bernanke. On your second concern, I think we are better off 
now than we were in the 1970s in that there is a much broader 
recognition of the importance of price stability and greater con- 
fidence that central banks will deliver price stability. The indicia 
of inflation expectations, where some of them have moved a bit, are 
basically stable. We have not seen any major shift in views about 
inflation and where inflation is likely to go. The Federal Reserve 
has emphasized the importance of maintaining price stability and 
has indicated that we will watch very carefully and make sure that 
we do not see any deterioration in either broad measures of infla- 
tion expectations or increased pass-through of food and energy 
prices into other prices. We will watch those carefully and we will 
respond 

Senator Schumer. But do you believe if you miscalculate and in- 
flation starts coming out of the box more quickly than you think, 
do you have tools to deal with that or is that still a very difficult 
area, once inflation rears its head, it is very hard to put the genie 
back in the bottle? Or are we much better at it now than we were 
20 years ago? 
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Mr. Bernanke. Well, if higher inflation were to become well em- 
bedded in inflation expectations and wages and other parts of the 
economy, it would be difficult, and we do not really have new meth- 
ods. It is a risk, and we take it very seriously, and we are moni- 
toring it very closely. But as I have said several times, we are deal- 
ing with a number of different concerns here, and we are try- 
ing — 

Senator Schumer. I know. It is not easy. 

Mr. Bernanke. the risks as best we can. 

Senator Schumer. Thank you, Mr. Chairman, and I thank my 
colleagues. 

Chairman Dodd. Well, thank you very much, Senator, very 
much. 

Senator Dole. 

Senator Dole. Thank you. 

Mr. Chairman, I do not have to tell you that my State of North 
Carolina has lost a lot of manufacturing jobs over recent years, and 
you and I have had discussions about job retraining programs. I 
am very pleased that Congress has now begun to debate the best 
way to reform the Trade Adjustment Assistance, the TAA Program. 
And I would like to ask your opinion about what you feel the im- 
pact would be of congressional reauthorization and if there are any 
particular aspects of reform that you would want to suggest for the 
workforce of the 21st century. 

Mr. Bernanke. Well, Senator, as I have argued in a number of 
speeches, for example, globalization and trade have a lot of bene- 
fits, but they also have some costs. They cause dislocation. They 
cause loss of jobs. And my view is that the best way to deal with 
that problem is not to shut down trade but, rather, to help those 
who are affected adjust to their circumstances. 

Senator Dole. Right. 

Mr. Bernanke. And so as a general matter, we should look for 
ways to help people through skill acquisition or other kinds of as- 
sistance that allow them to take advantage of the new opportuni- 
ties to replace the ones that they lost. 

I do not want to comment on specific elements. I know there are 
some competing TAA bills being considered, and I think that is 
really up to Congress to make those detailed decisions. But I do 
think that it is much better than shutting down trade to try to help 
people adjust to the effects of trade. 

I had the opportunity recently to speak in Charlotte, and one of 
my themes there was although North Carolina certainly has lost a 
lot of manufacturing jobs, if you look at the city of Charlotte and 
how it has reinvented itself to become a financial center, a services 
center and a center for the arts and many other things, there is 
a tremendous opportunity in a dynamic economy, as the one we 
have, to find new opportunities, to find new businesses and indus- 
tries. 

And so rather than try to freeze the industrial structure the way 
it is, we are better off helping people move to the new opportuni- 
ties, and TAA is one potential way of trying to assist that process. 

Senator Dole. Thank you. Mr. Chairman, let me ask you about 
Sarbanes-Oxley. Some smaller banks appear to be clearly overbur- 
dened by compliance with Sections 404 and 302. These financial in- 



37 


stitutions are already highly regulated, and it has become increas- 
ingly apparent that these regulations, while they were well in- 
tended, only increased the cost of doing business. I would really ap- 
preciate your comments on what needs to be done here. 

Mr. Bernanke. Well, it has been recognized that Section 404, in 
particular, imposes a lot of costs. It does have some benefits and 
helps improve internal controls. The Securities and Exchange Com- 
mission and the PCAOB have recently issued an audit standard 
which tries to take a more balanced, risk-focused approach to en- 
forcement of 404. And I hope as a general matter that that will re- 
duce the costs while preserving the benefits of Sarbanes-Oxley. 

In the case of banks in particular, there is a good bit of overlap, 
obviously, already with some of the rules that they have to follow 
under existing bank regulations. And I think it would be useful to 
consider where there are redundancies or overlaps that could be re- 
duced in the future. 

Senator Dole. Thank you, Mr. Chairman. Over recent months, 
much has been written in the financial press regarding whether or 
not key worldwide central bankers — the Bank of England, Bank of 
Japan, European Central Bank, and the United States, et cetera — 
should become more coordinated in their monetary policy efforts. 
Proponents of such efforts point to the current spread between var- 
ious key country lending rates. 

What is your reaction to this debate? 

Mr. Bernanke. Well, Senator, first of all, the major central 
banks do cooperate on many things. We meet quite often. I see my 
colleagues at international meetings here and in other countries 
very frequently. We are on the phone together, and we try to keep 
each other apprised of what is happening in our own economies 
and in the global economy, what we are planning, what we are 
thinking. 

We have worked together on some measures recently. In Decem- 
ber, when we introduced the term auction facility, we did that in 
a coordinated way with the ECB, the Swiss National Bank, the 
Bank of England, and the Bank of Canada — who also undertook 
various liquidity options at that time. So there is a lot of coordina- 
tion and cooperation in that respect. 

With respect to monetary policy per se, although we keep each 
other apprised, each economy is in a different place, in a different 
situation, and there is no necessity that each country has to have 
the same policy. I think the policy that is chosen depends on the 
particular circumstances of that country or that region. And so that 
is one of the benefits of having flexible exchange rates to provide 
some insulation, some ability for countries to run independent 
monetary policies. 

And so it has been our practice, as you know, for each major cen- 
tral bank to run an independent monetary policy, and while we 
keep each other apprised, I do not expect to see any extensive co- 
ordination in the near future. 

Senator Dole. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much. 

Senator Corker. 
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Senator Corker. Mr. Chairman, thank you, and I thank you for 
your testimony. I listened carefully to what you had to say because 
I know you choose your words carefully. You need to because every- 
body in the world is listening to what you have to say. But I did 
notice that, you know, you mentioned that in every other sector of 
our economy, we are doing well except in the financial area. And 
I noticed that you have mentioned not to make — we shouldn’t make 
decisions for the short term, that as it related to the housing issue 
itself, that you knew of no good additional measures, that you are 
focused on GSE reform and FHA reform. And I know the Senator 
from Indiana talked about on our side being aggressive. I would 
say that what we do ends up being a law that cannot be changed. 
What you do can be changed at the very next meeting, and so you 
have a great deal more flexibility to really look at indicators and 
make changes than we do. Our changes usually stay there for a 
long time. 

I was up at the New York Stock Exchange last week and noticed 
that they are trying to put in place the ability for people to know 
quickly what the value of their credit instruments are, that there 
is not the transparency there that we have in the equity markets. 
And my sense is because there is no transparency today, that even 
if we did not have the subprime issue, because people are making 
money packaging things and selling them off to the next person, 
that even if the subprime market had not tanked the way that it 
had, we still would have had writedowns because people were mak- 
ing so much money off of fees. 

Is that a fair assessment? 

Mr. Bernanke. Well, I think the subprime crisis sort of triggered 
these events. But it is true that investors have lost confidence in 
a lot of different assets at this point, including, it was mentioned, 
some student loans and other things as well. And part of the prob- 
lem — not all of the problem, but part of the problem — is that in 
these complex structured credit products, it is very difficult for the 
investor to know exactly what is in there and what derivative sup- 
port or credit liquidity support is involved. 

Senator Corker. So, in essence, the subprime issue that has oc- 
curred has caused us to look at those in a more healthy way, and 
hopefully the market will create some mechanisms for us to actu- 
ally value those in real time and create a way for us to have some 
transparency there. Is that correct? 

Mr. Bernanke. I hope so. But, again, as Senator Schumer sug- 
gested, if the accounting industry or the regulators can be of help 
there, I think we ought to try to be of assistance. 

Senator Corker. You mentioned that leverage was at all-time 
lows in other sectors, and, you know, I still am shocked that when 
we had a credit problem, it was our wisdom to sprinkle money 
around America in an America that already had an incredibly low 
savings rate and ask them to spend it as quickly as possible. And 
I get concerned about actions that we might take here that, in es- 
sence — I know you mentioned at the last meeting several times the 
word “correction.” I know Chairman Dodd somewhat chastised me 
at the end because I was pressing for an answer. But do you still 
believe that — and he did so in a very amicable way. I appreciate 
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that. But, in fact, do we have a crisis right now in housing, or do 
we have a correction? 

The reason I ask, I look at delinquencies over 30 days. Every- 
thing is over 30 days, all the way through foreclosure. And even 
though I know we are having some extreme issues in some of the 
higher-cost housing, it really is not very much different than it has 
been over the last 30 years, only about a percent and a half dif- 
ferent as far as delinquencies go. Is this a correction or is this a 
crisis as it relates to housing itself? 

Mr. Bernanke. Senator, I do not know what terms to use. The 
housing market certainly has come down quite a bit, down to less 
than half the amount of construction that we had a couple years 
ago. Prices are falling. Foreclosures are up probably this year about 
50 to 75 percent over last year. So, you know, there are certainly 
some major things going on in the housing market, and they have 
created some problems in the credit markets and the rest of the 
economy as well. 

Senator Corker. Is this the kind of thing, though, that the mar- 
ket can take care of itself? You know, you do not seem to have any 
other ideas legislatively that we might come forward with to deal 
with this problem. Is this something the market itself can deal 
with? 

Mr. Bernanke. Well, the first line of defense for dealing particu- 
larly with foreclosures is to have servicers and lenders work with 
the borrowers to try to restructure their mortgages or otherwise 
find a solution. And the Treasury, the Fed and other regulators 
and the Congress certainly have encouraged the private sector to 
ramp up their efforts as much as possible to try to deal with as 
many people as possible, because there certainly is a significant in- 
crease in the number of troubled borrowers. 

I have suggested other things — and things that this Congress has 
undertaken, like FHA modernization and GSE reform — that could 
be helpful in bringing the housing market back. 

Senator Corker. And, obviously, we have two instruments — ei- 
ther monetary policy or fiscal policy. You are dealing with the mon- 
etary side. I guess on our side we deal with the fiscal. 

What I am taking away from what you are saying — a very intel- 
ligent person who certainly has a much broader view of what is 
happening not only here but also in the world — is that you know 
of nothing today, you have no additional ideas legislatively or fis- 
cally for us to deal with other than GSE reform and FHA reform. 
You know of nothing else today other than the existing efforts by 
the marketplace itself to work out some issues between lenders and 
borrowers. You know of nothing else today that we might do con- 
structively to solve this problem. 

Mr. Bernanke. Senator, I see no harm in trying to think about 
other alternatives, and there are things that have been suggested. 
But at this point, I am not prepared to support any additional 

Senator Corker. I am all for us thinking. I am a little worried 
there is a package that is actually coming to the floor, and that 
moves something into law. But I just appreciate your testimony, 
and I want to say that just in general I do think that sometimes 
when issues occur here, our hair gets on fire to act in ways that 
I think can actually create other problems down the road. And my 
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sense is that what you are saying is we are doing the things that 
we know to do today that make sense. And I hope that what you 
are also saying is that before we take any other action, we will 
think about those fully and look at the long-term implications of 
the market, not just trying to deal with something in the short 
term. I think that is what — thank you, Mr. Chairman. 

Chairman Dodd. Thank you very much, Senator, and I appre- 
ciate that, and I appreciate the Chairman’s response to your ques- 
tions as well. And as he points out, and I pointed out, back a year 
ago we — in fact, I feel very strongly that the best line of defense 
is exactly what the Chairman has said, and that is, hopefully the 
servicers and others can work out things here so that you do not 
have to engage in extraordinary steps to try and minimize these 
problems. And that is the first line of defense, and we are very 
hopeful that will produce some results. 

I also just want to point out quickly to my good friend from Ten- 
nessee here, Residential Fixed Investment, the GDP component 
that includes spending on housing, plunged by 25.2 percent in the 
fourth quarter, a bigger drop than the earlier 23.9 percent; third 
quarter spending fell by 20.5 percent. To give you some sense of 
proportionality, that is the worst plunge since the fourth quarter 
of 1981. This is a larger issue than just a correction problem. I say 
that respectfully, but I think it is bigger than that is the case. 

Senator Corker. If I could respond to that, I would say, too, that 
is coming off of an extreme high. I mean, we have had an exu- 
berance in the housing market, and I think we should measure 
those drops off of a mean, if you will, versus a high. I think that 
the housing industry has enjoyed extreme free credit for many, 
many years. We have had an exuberant market that we have 
known for some time — as a matter of fact, I would say that actually 
a few years ago we were concerned in California, for instance, that 
housing prices were going up so rapidly. And so I would say that 
that drop is off an extreme high, and I thank you for pointing that 
out to me. 

Chairman Dodd. Let me, if I can, Mr. Chairman, I want to raise 
a couple of questions, if I can for you, and some of them have been 
touched on. I do not want to take a long time here with you, but 
I am just intrigued by the correlation of some of these issues. 
Sometimes we cite a bunch of statistics and wonder what the cor- 
relations are between them. 

There are two factors that I want your thoughts on, if I can, that 
contribute to this huge run-up in commodity prices that we heard 
Senator Tester talk about and others. Oil is the first thing I think 
about, but obviously, if you are a farmer or a baker in Rhode Is- 
land, it can be the cost of wheat and others. The first is the in- 
crease in the demand for these goods. That is obviously one set of 
issues. The second is that these goods are priced in dollar terms. 
Sometimes we pass over that idea, but we talked about the price 
of oil a barrel, it is in dollar terms. And to what extent is the de- 
cline in the value of the dollar driving this? And beyond that con- 
cern, is that decline in the dollar — does that decline represent a de- 
crease in confidence in the U.S. financial system? 

As the Fed report indicates — and I mentioned this at the out- 
set — there was a net sale of U.S. securities by private foreign inves- 
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tors in the third quarter of 2007, the first quarterly net sale in 
more than 15 years. And I wonder how is that loss of confidence 
in the U.S. by foreign investors leading into a decline in the dollar, 
which leads to the rising commodity prices. I am trying to connect 
these questions, if at all. 

I was talking to a friend of mine in Europe this morning who is 
involved in the financial services sector — a totally different mat- 
ter — and I told him I was going to be having the hearing this morn- 
ing with you. And he was saying that one of the problems we have 
got is the fact that Europe is not cutting its interest rates at all, 
and so you are getting that comparison as well, which probably ex- 
acerbates this problem to some extent, at least in that market. 

And I was curious, because we have had a lot of questions of 
you — and I will come back to this in a minute — on the sovereign 
wealth funds, and I was trying to get some sense of proportionality 
about private investment versus sovereign wealth funds. And I do 
not minimize the importance of the sovereign wealth funds issues, 
but I asked staff to give me some sense of the proportionality of 
numbers. And out of the estimated $150 trillion in global capital 
stock, $2.2 trillion is held by sovereign wealth funds. And while 
sovereign wealth funds are about double the size of hedge fund as- 
sets, they represent less than 5 percent of global assets. And while 
China’s sovereign wealth fund hold is about $200 billion in assets, 
the size of China’s foreign exchange reserves is about $1.3 trillion. 

And so you have got — putting aside that for a second, the private 
investment sector here is an important one, and maybe I — am I 
making too much of this bar graph I saw in the Monetary Report 
Fund where you see for the first time that looks like a selling off 
here? And I noticed in your response to one of the — I forget who 
it was raised the question earlier. At least I thought I heard you 
say this was not as — that foreign investment is still coming in and 
that is a source of some confidence here. 

Anyway, could you try and connect those things for me? Is it a 
false connection? But I am curious how that relates to the decline 
in the dollar, the rise in commodity prices, and whether or not 
there is some connection here. 

Mr. Bernanke. Well, I do not think that foreign investors have 
lost confidence in the United States by any means. The data you 
are referring to shows some desire by foreign investors to shift out 
of corporate credits and other credit products and into treasuries. 
That is the same shift that American investors are making. They 
are getting away from what they view as risky credits toward the 
safety of U.S. Government debt. And, indeed, U.S. Government 
debt is still the safest, most liquid, desired asset in the world. 

There is some effect of the dollar on commodities. Oil and other 
commodities are traded globally. You can think of the price as 
being set by global supply and demand. If the dollar depreciates a 
bit, then you would expect to see commodity prices rise to offset 
that depreciation. But it is important to understand that, for exam- 
ple, oil has risen in euros as well as in dollars. I mean, it is not 
simply an issue of currencies. It also has to do with global supply 
and demand for the commodity. So the European Central Bank is 
concerned about food and energy inflation as well. 



42 


With respect to the sovereign wealth funds, that is just another 
indication that foreigners have not lost confidence in the U.S. econ- 
omy and that there has been a good bit of inflow. In particular, 
about something close to half of the capital that financial institu- 
tions have raised in the last few months has come from sovereign 
wealth funds, from other countries. 

I think that, in general, that is quite constructive. If we are con- 
fident, as I think we are in this case, that the investments are 
made for economic reasons and not for political reasons or other 
noneconomic reasons, and there is no issue of national defense, 
which the CFIUS process takes care of, then that inflow of invest- 
ment is good for our economy and certainly is helping, in this case, 
the financial system. At the same time, allowing inflows of foreign 
capital through reciprocity gives us more opportunities to invest 
abroad. 

I know that Congress is very interested in sovereign wealth 
funds, and you should certainly take a close look at it. Inter- 
national agencies, like the International Monetary Fund and the 
OECD, are developing codes of conduct. The basic idea there is that 
sovereign wealth funds should be as transparent as possible. We 
should understand their governance and their motivations, and, in 
particular, we should be confident that they are investing, again, 
for economic rather than political or other purposes. If we are con- 
fident in that, then it is in our interest to keep our borders open 
and to allow that capital to flow in. And I think it will continue 
to flow in. 

Chairman Dodd. You raise a good point here and one I wanted 
to raise with you. This is a statement you made yesterday as well 
before the House Financial Services Committee, talking about it. 
And I do not disagree. It is quite constructive. And I think there 
has to be a sense of balance in how we look at sovereign wealth 
funds, and I think we run the danger of becoming a pejorative 
without understanding the value of it. So we have to be careful 
about it. 

And you pointed out, and you did again here just now, you men- 
tioned CFIUS, which, of course, we developed good legislation, I 
think, out of the Committee on that, the IMF, the OECD, and look- 
ing at these investments from their various perspectives in terms 
of these issues, which are a very legitimate point. 

But what is the Fed’s role in a sense? I mean, this is, it seems 
to me, while all these other institutions have an important role to 
play, I would make a case here that the Fed also has an important 
role. They are investing in bank holding companies. This is the ju- 
risdiction of the Federal Reserve Board, and it seems to me you did 
not mention the Federal Reserve’s obligation to be looking at these 
questions as well. And, obviously, we have had major investments 
here in bank holding companies. So tell me what you think is — 
what is the Fed doing about this, and what is the responsibility of 
the Fed in looking at this issue as well? 

Mr. Bernanke. You are quite correct, Senator. I should have 
mentioned that. 

Well, first, of course, we are very involved with the banks them- 
selves, and we are very interested in their capital-raising efforts 
and making sure that they raise enough capital to meet the well- 
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capitalized standards and to remain safe and sound. And so that 
whole process is something we pay very close attention to. 

We have statutory responsibilities. If the investment by any sin- 
gle person or group, whether it is a sovereign wealth fund or some- 
one else, reaches certain levels that, imply a significant degree of 
control, then we have to look at that, make sure it is appropriate. 

Chairman Dodd. Is that a sort of objective test rather than a 
subjective test? 

Mr. Bernanke. I believe that 25 percent is the threshold. 

Chairman Dodd. But I was looking and thinking — I am just curi- 
ous to get your reaction to this. And, again, I do not want to over- 
dramatize this point, but I was curious in one of these — and you 
will know which one I am talking about. One of these major invest- 
ment houses, when the decision was made as to who the new CEO 
was going to be, there was a flight I think occurred that went to 
a country that was making major investment to get the OK in a 
sense. Now, the amount invested would represent an amount far 
smaller than the 25-percent threshold. But clearly, at least, if you 
will, the visuals of going over and getting sort of a sign-off indi- 
cated that there was more of an influence than the dollar amount 
would indicate. I mean, does that trigger something? Or should it 
trigger something? 

Mr. Bernanke. Well, I think if the investor is making that big 
an investment, they need to understand what is going on. I am not 
sure whether it was a case of their deciding who was the CEO or 
just simply being informed of the plans of the company. 

In the cases that we have seen, the investments have been sig- 
nificant in absolute terms, but small in percentage of equity terms. 
And in most cases, the amount of control — rights, board of direc- 
tors, membership and so on — has been quite limited. So there has 
not been any significant change in the control of these institutions. 
If there were, then the Federal Reserve would want to 

Chairman Dodd. No, absolutely. I understand that. And, again, 
I am not trying to expand your portfolio here by suggesting an ear- 
lier intervention, but it would seem to me that there may be some 
signals here that may fall short of the 25 percent. I would rather 
have you taking a look at those things where — and come to me and 
say, “I think this is” — not to me necessarily, but to say we think 
we ought to take a look at this, it may fall short of that absolute 
trigger. That is why I say objective/subjective kind of analysis as 
to what this could mean, so look at that. 

Is there any chance, any worry you have at all — coming back to 
the first question I raised with you, the declining value of the dol- 
lar, the 24-percent decline, the lowest since 1973, compared to the 
six other major currencies. Is there any chance in your mind that 
we would watch something moving away from a dollar denomina- 
tion in these areas, in these commodities, such as oil going to the 
euro, for instance? Do you see any danger in that? Or is it — do you 
worry about that at all? 

Mr. Bernanke. I know of no plans of that, but the denomination, 
as I said, is of second-order importance. There is some importance 
in the willingness of foreigners to hold dollar assets, which is a dif- 
ferent matter entirely. And as I said, I know of no evidence that 
there is any reduction in interest. 
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Chairman Dodd. Would that concern you if that happened? I 
mean, is there 

Mr. Bernanke. If there was a change in denomination? 

Chairman Dodd. Yes, if they moved all of a sudden, went from 
the price of a barrel of oil measured not in dollars but in euros, 
what does that say about us and our economy? Does that have — 
I mean, it seems to me that would be rather a dramatic piece of 
news. 

Mr. Bernanke. Well, it might be symbolic. It might have sym- 
bolic value. But from an economic point of view, it is a global mar- 
ket, and foreign currencies are traded all the time. You know, if I 
want to buy a barrel of oil, I can do it in euro or yen or any other 
way I like. So from a fundamental sense point of view, it is not sig- 
nificant. There might be some symbolic value to it if that hap- 
pened. 

Chairman Dodd. I was going to ask you a question to follow up 
on Senator Menendez who asked questions about the housing 
issue. But I think your answers in response to Senator Corker were 
good ones in thinking about this issue. And I sense in your com- 
ments here today that this housing issue is a serious one. And I 
am not going to try and put words in your mouth again, but I real- 
ize you put an adjective on this, and that becomes the headline. 
But it is serious and warrants serious thought as to what we can 
do to minimize this and to try and keep people in their homes, min- 
imize this from happening again, and dealing with related issues. 
And I appreciate those comments. And we are going to continue 
talking with you about these various ideas that we have. And I cer- 
tainly appreciate, having been here long enough to know, that 
sometimes actions, however well intended, can have unintended 
consequences, and so you need to think through things carefully. 
And so we are going to want to be in touch with you during that 
process. 

But we also want to make sure we are not looking back and won- 
dering if we could have done some things here that would have 
minimized this from getting worse. So it is important. 

I will leave the record open for a couple of days here. Members 
who did not make it here may have some additional questions for 
you. You have been before this Committee a lot now in the last cou- 
ple of weeks, and we are grateful to you for that, and we will con- 
tinue working with you. 

The Committee will stand adjourned. 

[Whereupon, at 12:32 p.m., the hearing was adjourned.] 

[Prepared statements, response to written questions, and addi- 
tional material supplied for the record follow:] 
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PREPARED STATEMENT OF SENATOR JIM BUNNING 

Thank you, Mr. Chairman. 

The health of our economy and financial markets is a concern to everyone here 
today. Growth has slowed and we have been through a rough patch in the credit 
markets. Everyone wants to see stability and growth return. Congress has acted to 
restore confidence in the economy. The Fed has taken steps to thaw the credit 
freeze. We hope that these policy actions will head off further damage, but no policy 
can reverse the busting of the housing bubble and we are not going to regulate away 
problems in the economy. 

While I have supported actions taken to respond to our economic problems, I fear 
they will have unintended consequences. I am most concerned about inflation and 
the fall of the dollar. We need to think beyond what we have already done and take 
steps to encourage long term growth. Congress can give taxpayers, businesses, and 
investors certainty that their taxes are not going to go up. Congress can knock down 
roadblocks to growth such as artificial limits on our energy supply. Congress can 
make it more appealing for corporations to stay in the United States by easing regu- 
lations and lowering the corporate tax rate. Only with long term permanent policies 
can we ensure a healthy economy for our grandchildren. 

I look forward to hearing from the Chairman. 


PREPARED STATEMENT OF SENATOR ELIZABETH DOLE 

Thank you, Chairman Dodd and Ranking Member Shelby for holding this very 
important hearing today. Chairman Bernanke, I join my colleagues in extending you 
a warm welcome. 

Since last August, our financial markets have experienced tremendous uncer- 
tainty. Credit and capital markets around the world have struggled to comprehend 
the ramifications of the U.S. subprime lending and housing crisis. Fortunately, the 
Federal Reserve has been quick to act, lowering the federal funds rate from 5.25 
percent to 3 percent. Congress also is working to help boost our economy. 

Several recent reports have highlighted ongoing economic challenges. Such as last 
week, the Wall Street Journal said that the “leading economic indicators” fell for 
the fourth straight month. Since its July 2007 high, the index has fallen by 2 per- 
cent, which is the largest 6-month drop since 2001. Additionally, for the week end- 
ing on February 16, the 4-week average of initial unemployment claims rose by 
10,750 to 360,500, pointing to a softening of the labor market. 

Furthermore, by the third quarter of 2007, household debt rose to $13.6 trillion 
from $7.2 trillion in 2001, a 10-percent annual increase. Over this same time period, 
mortgage borrowing more than doubled. As a result, one out of every seven dollars 
of disposable income earned by Americans goes towards paying down debt. 

Fears loom of higher inflation and more “pain at the pump.” The price of a barrel 
of oil has hovered around the $90 mark and recently closed above $100 per barrel. 
If these higher gas prices and inflationary pressures continue, coupled with the 
well-known weakness in across our housing sector, I — like many folks I hear from — 
am very concerned that future economic growth could be hindered. 

No question, the health of our economy is influenced by many complex issues and 
expected and unexpected events. That said, I would like to highlight a few areas 
where I am focused to help spur growth and job creation. 

I strongly support Trade Adjustment Assistance, which helps ensure that dis- 
placed workers have the ability to train for new careers. In recent years, my home 
state of North Carolina has undergone a difficult economic transition, as our state 
continues to evolve from a manufacturing and agriculture-based economy to a more 
services-oriented economy. In North Carolina and across the country, there is a need 
to address the growing gap between skilled and unskilled workers. Senator Cantwell 
and I have introduced legislation that would allow more workers to receive TAA 
benefits, including training, job search and relocation allowances, income support 
and other reemployment services. 

Additionally, with respect to current regulation of financial institutions, it has 
come to my attention that some smaller banks are overburdened by compliance with 
Sections 404 and 302 of the Sarbanes-Oxley corporate accountability law. Mr. Chair- 
man, these financial institutions are already highly-regulated, and it has become in- 
creasingly apparent that these regulations, while well-intended, only increase their 
costs of doing business. I hope this committee will soon consider legislation that 
would provide true regulatory relief for all financial institutions. 

Chairman Bernanke, thank you again for being here today. I look forward to hear- 
ing from you — and working with you — on these and other important issues. 
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PREPARED STATEMENT OF BEN S. BERNANKE 

Chairman, 

Board of Governors of the Federal Reserve System 
February 28, 2008 

Chairman Dodd, Ranking Member Shelby, and other Members of the Committee, 
I am pleased to present the Federal Reserve’s Monetary Policy Report to the Con- 
gress. In my testimony this morning I will briefly review the economic situation and 
outlook, beginning with developments in real activity and inflation, then turn to 
monetary policy. I will conclude with a quick update on the Federal Reserve’s recent 
actions to help protect consumers in their financial dealings. 

The economic situation has become distinctly less favorable since the time of our 
July report. Strains in financial markets, which first became evident late last sum- 
mer, have persisted; and pressures on bank capital and the continued poor func- 
tioning of markets for securitized credit have led to tighter credit conditions for 
many households and businesses. The growth of real gross domestic product (GDP) 
held up well through the third quarter despite the financial turmoil, but it has since 
slowed sharply. Labor market conditions have similarly softened, as job creation has 
slowed and the unemployment rate — at 4.9 percent in January — has moved up 
somewhat. 

Many of the challenges now facing our economy stem from the continuing contrac- 
tion of the U.S. housing market. In 2006, after a multiyear boom in residential con- 
struction and house prices, the housing market reversed course. Housing starts and 
sales of new homes are now less than half of their respective peaks, and house 
prices have flattened or declined in most areas. Changes in the availability of mort- 
gage credit amplified the swings in the housing market. During the housing sector’s 
expansion phase, increasingly lax lending standards, particularly in the subprime 
market, raised the effective demand for housing, pushing up prices and stimulating 
construction activity. As the housing market began to turn down, however, the 
slump in subprime mortgage originations, together with a more general tightening 
of credit conditions, has served to increase the severity of the downturn. Weaker 
house prices in turn have contributed to the deterioration in the performance of 
mortgage-related securities and reduced the availability of mortgage credit. 

The housing market is expected to continue to weigh on economic activity in com- 
ing quarters. Homebuilders, still faced with abnormally high inventories of unsold 
homes, are likely to cut the pace of their building activity further, which will sub- 
tract from overall growth and reduce employment in residential construction and 
closely related industries. 

Consumer spending continued to increase at a solid pace through much of the sec- 
ond half of 2007, despite the problems in the housing market, but it appears to have 
slowed significantly toward the end of the year. The jump in the price of imported 
energy, which eroded real incomes and wages, likely contributed to the slowdown 
in spending, as did the declines in household wealth associated with the weakness 
in house prices and equity prices. Slowing job creation is yet another potential drag 
on household spending, as gains in payroll employment averaged little more than 
40,000 per month during the 3 months ending in January, compared with an aver- 
age increase of almost 100,000 per month over the previous 3 months. However, the 
recently enacted fiscal stimulus package should provide some support for household 
spending during the second half of this year and into next year. 

The business sector has also displayed signs of being affected by the difficulties 
in the housing and credit markets. Reflecting a downshift in the growth of final de- 
mand and tighter credit conditions for some firms, available indicators suggest that 
investment in equipment and software will be subdued during the first half of 2008. 
Likewise, after growing robustly through much of 2007, nonresidential construction 
is likely to decelerate sharply in coming quarters as business activity slows and 
funding becomes harder to obtain, especially for more speculative projects. On a 
more encouraging note, we see few signs of any serious imbalances in business in- 
ventories aside from the overhang of unsold homes. And, as a whole, the non- 
financial business sector remains in good financial condition, with strong profits, liq- 
uid balance sheets, and corporate leverage near historical lows. 

In addition, the vigor of the global economy has offset some of the weakening of 
domestic demand. U.S. real exports of goods and services increased at an annual 
rate of about 11 percent in the second half of last year, boosted by continuing eco- 
nomic growth abroad and the lower foreign exchange value of the dollar. Strength- 
ening exports, together with moderating imports, have in turn led to some improve- 
ment in the U.S. current account deficit, which likely narrowed in 2007 (on an an- 
nual basis) for the first time since 2001. Although recent indicators point to some 
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slowing of foreign economic growth, U.S. exports should continue to expand at a 
healthy pace in coming quarters, providing some impetus to domestic economic ac- 
tivity and employment. 

As I have mentioned, financial markets continue to be under considerable stress. 
Heightened investor concerns about the credit quality of mortgages, especially 
subprime mortgages with adjustable interest rates, triggered the financial turmoil. 
However, other factors, including a broader retrenchment in the willingness of in- 
vestors to bear risk, difficulties in valuing complex or illiquid financial products, un- 
certainties about the exposures of major financial institutions to credit losses, and 
concerns about the weaker outlook for economic growth, have also roiled the finan- 
cial markets in recent months. To help relieve the pressures in the market for inter- 
bank lending, the Federal Reserve — among other actions — recently introduced a 
term auction facility (TAF), through which prespecified amounts of discount window 
credit are auctioned to eligible borrowers, and we have been working with other cen- 
tral banks to address market strains that could hamper the achievement of our 
broader economic objectives. These efforts appear to have contributed to some im- 
provement in short-term funding markets. We will continue to monitor financial de- 
velopments closely. 

As part of its ongoing commitment to improving the accountability and public un- 
derstanding of monetary policy making, the Federal Open Market Committee 
(FOMC) recently increased the frequency and expanded the content of the economic 
projections made by Federal Reserve Board members and Reserve Bank presidents 
and released to the public. The latest economic projections, which were submitted 
in conjunction with the FOMC meeting at the end of January and which are based 
on each participant’s assessment of appropriate monetary policy, show that real 
GDP was expected to grow only sluggishly in the next few quarters and that the 
unemployment rate was seen as likely to increase somewhat. In particular, the cen- 
tral tendency of the projections was for real GDP to grow between 1.3 percent and 
2.0 percent in 2008, down from 2V2 percent to 2 3 A percent projected in our report 
last July. FOMC participants’ projections for the unemployment rate in the fourth 
quarter of 2008 have a central tendency of 5.2 percent to 5.3 percent, up from the 
level of about 4 % percent projected last July for the same period. The downgrade 
in our projections for economic activity in 2008 since our report last July reflects 
the effects of the financial turmoil on real activity and a housing contraction that 
has been more severe than previously expected. By 2010, our most recent projec- 
tions show output growth picking up to rates close to or a little above its longer- 
term trend and the unemployment rate edging lower; the improvement reflects the 
effects of policy stimulus and an anticipated moderation of the contraction in hous- 
ing and the strains in financial and credit markets. The incoming information since 
our January meeting continues to suggest sluggish economic activity in the near 
term. 

The risks to this outlook remain to the downside. The risks include the possibili- 
ties that the housing market or labor market may deteriorate more than is cur- 
rently anticipated and that credit conditions may tighten substantially further. 

Consumer price inflation has increased since our previous report, in substantial 
part because of the steep run-up in the price of oil. Last year, food prices also in- 
creased significantly, and the dollar depreciated. Reflecting these influences, the 
price index for personal consumption expenditures (PCE) increased 3.4 percent over 
the four quarters of 2007, up from 1.9 percent in 2006. Core price inflation — that 
is, inflation excluding food and energy prices — also firmed toward the end of the 
year. The higher recent readings likely reflected some pass-through of energy costs 
to the prices of core consumer goods and services as well as the effect of the depre- 
ciation of the dollar on import prices. Moreover, core inflation in the first half of 
2007 was damped by a number of transitory factors — notably, unusually soft prices 
for apparel and for financial services — which subsequently reversed. For the year as 
a whole, however, core PCE prices increased 2.1 percent, down slightly from 2006. 

The projections recently submitted by FOMC participants indicate that overall 
PCE inflation was expected to moderate significantly in 2008, to between 2.1 per- 
cent and 2.4 percent (the central tendency of the projections). A key assumption un- 
derlying those projections was that energy and food prices would begin to flatten 
out, as was implied by quotes on futures markets. In addition, diminishing pressure 
on resources is also consistent with the projected slowing in inflation. The central 
tendency of the projections for core PCE inflation in 2008, at 2.0 percent to 2.2 per- 
cent, was a bit higher than in our July report, largely because of some higher-than- 
expected recent readings on prices. Beyond 2008, both overall and core inflation 
were projected to edge lower, as participants expected inflation expectations to re- 
main reasonably well-anchored and pressures on resource utilization to be muted. 
The inflation projections submitted by FOMC participants for 2010 — which ranged 
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from 1.5 percent to 2.0 percent for overall PCE inflation — were importantly influ- 
enced by participants’ judgments about the measured rates of inflation consistent 
with the Federal Reserve’s dual mandate and about the time frame over which pol- 
icy should aim to attain those rates. 

The rate of inflation that is actually realized will of course depend on a variety 
of factors. Inflation could be lower than we anticipate if slower-than-expected global 
growth moderates the pressure on the prices of energy and other commodities or if 
rates of domestic resource utilization fall more than we currently expect. Upside 
risks to the inflation projection are also present, however, including the possibilities 
that energy and food prices do not flatten out or that the pass-through to core prices 
from higher commodity prices and from the weaker dollar may be greater than we 
anticipate. Indeed, the further increases in the prices of energy and other commod- 
ities in recent weeks, together with the latest data on consumer prices, suggest 
slightly greater upside risks to the projections of both overall and core inflation than 
we saw last month. Should high rates of overall inflation persist, the possibility also 
exists that inflation expectations could become less well anchored. Any tendency of 
inflation expectations to become unmoored or for the Fed’s inflation-fighting credi- 
bility to be eroded could greatly complicate the task of sustaining price stability and 
could reduce the flexibility of the FOMC to counter shortfalls in growth in the fu- 
ture. Accordingly, in the months ahead, the Federal Reserve will continue to mon- 
itor closely inflation and inflation expectations. 

Let me turn now to the implications of these developments for monetary policy. 
The FOMC has responded aggressively to the weaker outlook for economic activity, 
having reduced its target for the federal funds rate by 225 basis points since last 
summer. As the Committee noted in its most recent post-meeting statement, the in- 
tent of those actions has been to help promote moderate growth over time and to 
mitigate the risks to economic activity. 

A critical task for the Federal Reserve over the course of this year will be to as- 
sess whether the stance of monetary policy is properly calibrated to foster our man- 
dated objectives of maximum employment and price stability in an environment of 
downside risks to growth, stressed financial conditions, and inflation pressures. In 
particular, the FOMC will need to judge whether the policy actions taken thus far 
are having their intended effects. Monetary policy works with a lag. Therefore, our 
policy stance must be determined in light of the medium-term forecast for real activ- 
ity and inflation as well as the risks to that forecast. Although the FOMC partici- 
pants’ economic projections envision an improving economic picture, it is important 
to recognize that downside risks to growth remain. The FOMC will be carefully eval- 
uating incoming information bearing on the economic outlook and will act in a time- 
ly manner as needed to support growth and to provide adequate insurance against 
downside risks. 

Finally, I would like to say a few words about the Federal Reserve’s recent actions 
to protect consumers in their financial transactions. In December, following up on 
a commitment I made at the time of our report last July, the Board issued for public 
comment a comprehensive set of new regulations to prohibit unfair or deceptive 
practices in the mortgage market, under the authority granted us by the Home 
Ownership and Equity Protection Act of 1994. The proposed rules would apply to 
all mortgage lenders and would establish lending standards to help ensure that con- 
sumers who seek mortgage credit receive loans whose terms are clearly disclosed 
and that can reasonably be expected to be repaid. Accordingly, the rules would pro- 
hibit lenders from engaging in a pattern or practice of making higher-priced mort- 
gage loans without due regard to consumers’ ability to make the scheduled pay- 
ments. In each case, a lender making a higher priced loan would have to use third- 
party documents to verify the income relied on to make the credit decision. For 
higher-priced loans, the proposed rules would require the lender to establish an es- 
crow account for the payment of property taxes and homeowners’ insurance and 
would prevent the use of prepayment penalties in circumstances where they might 
trap borrowers in unaffordable loans. In addition, for all mortgage loans, our pro- 
posal addresses misleading and deceptive advertising practices, requires borrowers 
and brokers to agree in advance on the maximum fee that the broker may receive, 
bans certain practices by servicers that harm borrowers, and prohibits coercion of 
appraisers by lenders. We expect substantial public comment on our proposal, and 
we will carefully consider all information and viewpoints while moving expeditiously 
to adopt final rules. 

The effectiveness of the new regulations, however, will depend critically on strong 
enforcement. To that end, in conjunction with other federal and state agencies, we 
are conducting compliance reviews of a range of mortgage lenders, including non- 
depository lenders. The agencies will collaborate in determining the lessons learned 
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and in seeking ways to better cooperate in ensuring effective and consistent exami- 
nations of, and improved enforcement for, all categories of mortgage lenders. 

The Federal Reserve continues to work with financial institutions, public officials, 
and community groups around the country to help homeowners avoid foreclosures. 
We have called on mortgage lenders and servicers to pursue prudent loan workouts 
and have supported the development of streamlined, systematic approaches to expe- 
dite the loan modification process. We also have been providing community groups, 
counseling agencies, regulators, and others with detailed analyses to help identify 
neighborhoods at high risk from foreclosures so that local outreach efforts to help 
troubled borrowers can be as focused and effective as possible. We are actively pur- 
suing other ways to leverage the Federal Reserve’s analytical resources, regional 
presence, and community connections to address this critical issue. 

In addition to our consumer protection efforts in the mortgage area, we are work- 
ing toward finalizing rules under the Truth in Lending Act that will require new, 
more informative, and consumer-tested disclosures by credit card issuers. Sepa- 
rately, we are actively reviewing potentially unfair and deceptive practices by 
issuers of credit cards. Using the Board’s authority under the Federal Trade Com- 
mission Act, we expect to issue proposed rules regarding these practices this spring. 

Thank you. I would be pleased to take your questions. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR SHELBY 
FROM BEN S. BERNANKE 

Q.l. Increases in the GSE/FHA Conforming Loan Limits: The stim- 
ulus bill recently passed by Congress includes an increase in the 
conforming loan limit amount for mortgages that the Government 
Sponsored Entities (GSEs) and the Federal Housing Administra- 
tion can guarantee. 

Do you believe that increasing these loan amounts adds to the 
systemic risks associated with the GSEs’ operations? 

While these increases are only temporary, some have raised the 
idea of permanently increasing the amounts. Are there additional 
risks associated with a permanent increase? 

A.l. Temporarily raising the conforming loan limit allows the GSEs 
to securitize an expanded range of mortgage loans and likely would 
increase liquidity in the secondary market for loans covered by the 
expansion. The GSEs should be strongly encouraged to rapidly use 
this authority, even if it requires that they raise substantial 
amounts of capital. 

Over a longer horizon, it is important to realize that raising the 
conforming loan limits extends the implicit government-backing of 
the GSEs into a larger portion of the mortgage market. While the 
jumbo mortgage market has experienced substantial liquidity prob- 
lems during the past year, this market historically has operated ef- 
ficiently and functioned well without GSE involvement. Moreover, 
prime quality homeowners who use jumbo mortgages are, in gen- 
eral, the highest income and wealthiest members of our society. Ex- 
tending the reach of the GSEs to these borrowers would do little 
to expand homeownership or to extend mortgage credit to those 
that cannot obtain mortgages otherwise. 

Thus, raising the conforming loan limit involves the larger ques- 
tion of how far to extend government guarantees, either explicit or 
implicit, to resolve short-term liquidity problems in secondary asset 
markets. Temporary expansions of the safety net, such as those un- 
dertaken by the Federal Reserve, can boost short-term liquidity 
without distorting private market credit analysis. In contrast, per- 
manent expansions of the safety net, such as raising the con- 
forming loan limit permanently, may well cause greater problems 
in the long-run. There are many reasons for the recent breakdown 
in private market credit analysis, but it is not clear to me that the 
best approach to rectify the current situation is simply to sub- 
stitute implicit government guarantees for much needed private 
market discipline. If private markets are unable to provide a sec- 
ondary market for some assets, we should first endeavor to under- 
stand why this is the case rather than immediately turn to a 
broader expansion of GSE guarantees. 

Any permanent expansion of GSE guarantees must, be accom- 
panied by comprehensive GSE reform to mitigate further systemic 
risks. In particular, capital standards for the GSEs must be signifi- 
cantly toughened and clear and credible receivership procedures for 
the GSEs should be established. Moreover, the role and function of 
the GSE portfolios should be clearly articulated by Congress. As 
has been evident in recent months, this portfolio is managed main- 
ly to meet needs of GSE shareholders and not to fulfill public policy 
objectives. 
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Q.2. International Liquidity Coordination: Chairman Bernanke, as 
of the minutes of the last Federal Open Market Committee meet- 
ing, the Federal Reserve reaffirmed their commitment to working 
with foreign central banks to coordinate international monetary 
policy. 

Please describe for us the details of the Federal Reserve’s agree- 
ments with foreign central banks, such as the European Central 
Bank and the Bank of England for exchanging assets into dollars. 

Why have these agreements been made and are financial institu- 
tions using these tools? 

A.2. The Federal Open Market Committee (FOMC) established 
swap lines with the European Central Bank (ECB)and Swiss Na- 
tional Bank (SNB) in conjunction with the establishment of the 
Term Auction Facility (TAF) on December 12, 2007. These swap 
agreements were requested by the ECB and SNB and allowed them 
to draw a maximum of $20 billion and $4 billion respectively, for 
a period of up to 6 months. Under the agreements, both central 
banks are allowed to purchase U.S. dollars with their foreign cur- 
rencies based on the prevailing spot exchange rate, and they pay 
interest on the foreign currency received by the Federal Reserve. 
Given the strong financial position of the ECB and SNB, the swap 
lies involve virtually no credit risk to the Federal Reserve. The 
Federal Reserve has also maintained longstanding swap facilities 
with the Bank of Mexico and the Bank of Canada as part of the 
North American Framework Agreement. Those facilities amount to 
$2 billion with the Bank of Canada and $3 billion with the Bank 
of Mexico. 

The agreements with the ECB and SNB were established to 
allow dollar funding problems faced by European and Swiss banks 
to be addressed directly by their respective home central banks. In 
the absence of such agreements, European and Swiss banks were 
believed to be more likely to seek dollar funding in U.S. markets, 
potentially increasing volatility and adding to term funding pres- 
sures in U.S. markets. By providing dollars to the ECB and SNB 
to use in their efforts to address term dollar funding problems 
abroad, the FOMC believed that it would assist U.S. credit mar- 
kets. 

Both the ECB and SNB have used their swap agreements. The 
first use of these swap lines was on Monday, December 17, when 
the ECB drew upon $10 billion and the SNB drew upon $4 billion 
for a 28-day period. The two central banks used the funds to auc- 
tion dollar funding to their eligible depository institutions; the ECB 
offered funds to its eligible depository institutions at the 4.65 per- 
cent rate set in the Federal Reserve’s TAF auction, and the SNB 
auctioned $4 billion at a weighted average rate of 4.79 percent. The 
ECB drew upon a further $10 billion on Thursday, December 20, 
in conjunction with the second TAF auction held by the Federal Re- 
serve. At the expiration of its first use of its swap line, the ECB 
renewed its draws in conjunction with the January 14 and January 
28 TAF auctions, offering $10 billion in 28-day dollar funds both 
times at a rate equal to the rate set in the TAF auction. The SNB 
also renewed its draw of $4 billion on its swap line to participate 
in the January 14 auction of dollar funds. On March 11, the FOMC 
announced that it would increase its temporary swap line to the 
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ECB from $20 billion to $30 billion and its line to the SNB from 
$4 billion to $6 billion, extending the swap lines through Sep- 
tember 30, 2008. Both central banks have signaled that they would 
draw upon the lines to offer 28-day dollar funding in auctions to 
be held on March 25. 

Q.3. Sovereign Wealth Funds and Systemic Risk: Chairman 
Bernanke, recently we have seen an influx of capital into our do- 
mestic financial institutions from foreign governments, specifically 
sovereign wealth funds. Previous foreign direct investments have 
usually been in smaller quantities and from private investors, rath- 
er than governments. These investments may be under the thresh- 
old of control for each sale, but collectively could represent a large 
proportion of U.S. financial services firms. 

Is there a danger of systemic risk from one or more Sovereign 
Wealth Funds holding noncontrolling stakes many financial firms? 
A.3. The recent prominent equity investments by sovereign wealth 
funds in large U.S. financial institutions permanently increased the 
capital of these firms, enhancing their soundness and the sound- 
ness of the U.S. financial system. These investments also support 
the ability of the financial institutions to provide credit to busi- 
nesses and consumers. It is difficult to envision circumstances 
under which non-controlling equity stakes in financial institutions, 
could increase systemic risk in a financial system. 

Sovereign wealth funds have been relatively stable investors. The 
funds generally are neither highly leveraged nor exposed to liquid- 
ity risk arising from investor withdrawals or redemptions. Sov- 
ereign wealth funds often use professional private fund managers 
who are tasked with seeking higher returns and greater diversifica- 
tion — relative to official reserves — for a portion of a country’s for- 
eign exchange assets. 

Because sovereign wealth funds are government owned, there 
has been concern, however, that these funds have the potential to 
be motivated by political reasons To the extent these funds make 
only smaller, noncontrolling investments, the ability of a sovereign 
wealth fund to have an effect on the operation, strategic direction 
or policies of a banking organization are minimal. 

If two or more companies with noncontrolling investments in a 
U.S. bank or bank holding company were to agree to act together 
in an attempt to influence the operations of a U.S. bank or bank 
holding company, the Federal Reserve has the authority to combine 
the companies’ shareholdings and treat the group as one company 
(an “association”) for purposes of the Bank Holding Company Act 
(BHC Act). If the combined shareholding were significant enough, 
the association could be treated as a bank holding company subject 
to the requirements of the BHC Act. To date, the Board has not 
found that sovereign wealth funds from different countries have in 
fact acted together to control a U.S. financial institution. 

Another important safeguard applies to the U.S. banking organi- 
zation itself. U.S. banking organizations themselves are subject to 
the supervisory and regulatory requirements of U.S. banking law. 
For example, federal banking agencies are required under the Fed- 
eral Deposit Insurance Act to establish certain safety and sound- 
ness standards by regulation or guideline for all U.S. insured de- 
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pository institutions. These standards are designed to identify po- 
tential safety and soundness concerns and ensure that action is 
taken to address those concerns before they pose a risk to the De- 
posit Insurance Fund. Thus, the Federal banking agencies may 
monitor and require action by the U.S. banking organization to 
maintain its financial health regardless of the owner of the bank- 
ing organization. 

Q.4. Is there a Bernanke “Put”? Chairman Bernanke, some econo- 
mists speculate that market participants became willing to take 
greater risks because monetary policy under Chairman Greenspan 
protected investments by cutting interest rates in response to eco- 
nomic shocks. This phenomenon came to be called the Greenspan 
“put” — referring to the financial instrument that guarantees its 
owner a certain return if prices fall below a specified level. Now 
critics are wondering if there is also a Bernanke put, given the re- 
cent significant drop in rates. 

How do you respond to these observations? How do you balance 
responding to slower economic growth while at the same time al- 
lowing the market to follow a normal business cycle? 

Do you have any concerns that the 225 basis point drop in inter- 
est rates since last August creates moral hazard for market partici- 
pants? 

A.4. In conducting monetary policy, the Federal Reserve is guided 
by its statutory mandate to promote maximum employment and 
stable prices over time. I do not believe that monetary policy ac- 
tions aimed at these goals are a significant source of moral hazard. 
To be sure, in carrying out its mandate, the Federal Reserve takes 
account of a broad range of factors that influence the outlook for 
economic growth and inflation, importantly including financial 
asset prices, such as the prices of equity shares and houses. Finan- 
cial asset prices are important for the economic outlook partly be- 
cause they affect household wealth and thus consumer spending on 
goods and services and therefore ultimately influence output, em- 
ployment, and inflationary pressures. Depending on overall cir- 
cumstances, declines in asset prices may adversely affect the out- 
look for aggregate demand, and consequently the stance of mone- 
tary policy may need to be eased in order to cushion the effect on 
aggregate demand. It is important to recognize that such a re- 
sponse of monetary policy is not designed to support financial asset 
prices themselves but to foster overall economic growth and to miti- 
gate the risks of particularly adverse economic outcomes. It is also 
worth noting that past Federal Reserve efforts to buoy economic 
growth in the face of declining asset prices have not insulated from 
substantial losses investors who made poor investment choices. 
This point is evidenced by the very large losses suffered by inves- 
tors in the tech sector early this decade despite considerable mone- 
tary policy easing, and by the losses experienced by investors in 
many subprime-related mortgage products more recently even as 
the stance of monetary policy was eased. 

Q.5. Term Auction Facility: Chairman Bernanke, the Federal Re- 
serve created a new Term Auction Facility to help ensure that 
American banks have adequate liquidity. 
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What has been the response to the auctions thus far and for how 
long will they continue? 

What type of collateral are banks posting in these auctions? 
What happens if that collateral, particularly AAA-rated mortgage 
backed securities, is downgraded? 

A.5. The demand for TAF credit from depository institutions has 
been ample. All eight auctions conducted to date have been over- 
subscribed, with resulting interest rates in each case above the 
minimum bid rate. The Federal Reserve will continue to conduct 
TAF auctions for at least the next 6 months unless evolving market 
conditions clearly indicate that such auctions are no longer nec- 
essary. 

TAF borrowing is collateralized by the same pool of assets as 
pledged against other types of discount window loans. For all types 
of discount window loans, Federal Reserve Banks will consider ac- 
cepting as collateral any assets that meet regulatory standards for 
sound asset quality. Commonly pledged assets include residential 
and commercial real estate loans, consumer loans, business loans, 
and a variety of securities. The standards applied to each type of 
collateral are available on the Federal Reserve discount window 
Web site at www.frbdiscountwindow.erg. Collateral that is down- 
graded below Federal Reserve eligibility standards is given no 
value and must be withdrawn. The likelihood that the downgrade 
of a portion of a depository institution’s collateral will affect a TAF 
loan is reduced by the requirement that, at the time of bidding, the 
sum of the aggregate bid amount submitted by a depository institu- 
tion and the principal amount of TAF advances that the same de- 
pository institution may have outstanding cannot exceed 50 percent 
of the collateral value of the assets pledged by the depository insti- 
tution. 

Q.6. Value of the Dollar: As you know, the U.S. dollar declined 
against most major currencies over the past year. The dollar has 
lost 10.4 percent again the Euro and 5.7 percent versus the yen in 
2007. 

What does it mean for our economy if foreign countries turn 
away from holding the dollar as their reserve currency or even if 
they diversify, which has already begun? 

Are there dangers that we will be more constrained in the ac- 
tions we are able to take domestically, including selling Treasury 
securities, to finance our deficit? 

A.6. The dollar’s status as a reserve currency reflects investor con- 
fidence in the sophistication and liquidity of U.S. financial markets 
and the relative stability of our macroeconomic environment. To 
date, there is little evidence of a shift in foreign official holdings 
away from dollar denominated assets. U.S. data show further 
growth in foreign official holdings of U.S. assets. Data reported to 
the IMF also show continued growth in dollar assets in foreign offi- 
cial reserves. While the IMF data show a decline in the dollar 
share of reported reserves, this decline is entirely attributable to 
the depreciation of the dollar, which has raised the dollar value of 
the other currencies held in the reserve portfolios. In response to 
a private survey conducted by the Royal Bank of Scotland, several 
reserve managers indicated they planned to increase the weight of 
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non-dollar assets in future investments, but there was again no 
evidence of a general shift out of the dollar on the part of these re- 
spondents. 

In principle, a shift in foreign appetite away from U.S. securities 
toward foreign securities might be expected to lower the value of 
the dollar and to raise U.S. interest rates; however, these effects 
are difficult to measure and appear to be modest. Furthermore, 
while it is true that foreign official institutions hold a significant 
fraction of U.S. Treasury securities outstanding, it is important to 
note that these holdings represent less than 5 percent of the total 
debt outstanding in U.S. credit markets. As such, U.S. credit mar- 
kets could likely absorb a shift in foreign official allocations away 
from dollar assets without undue difficulty. In the event that such 
a shift were to occur and put undesired upward pressure on U.S. 
interest rates, the Federal Reserve has the capacity to increase 
available credit to maintain a level of short-term interest rates con- 
sistent with our domestic economic goals. Any effect of reduced for- 
eign demand on the term premium between short-term and long- 
term interest rates could affect the cost of long-term borrowing by 
the Federal Government; however, this impact is likely to be rel- 
atively small and is unlikely to materially constrain the U.S. gov- 
ernment’s ability to finance its deficit. 

Q.7. Slow Growth and Rising Inflation: Mr. Chairman, there is 
some evidence of contradictory forces at play in the economy right 
now. In the middle of the present economic downturn, commodity 
and food prices have increased. 

What do you judge to be the threat of slow growth continuing, 
with inflation remaining above the Federal Reserve’s comfort level? 
A.7. The FOMC, in the statement released at the conclusion of its 
most recent meeting on March 18, noted that the outlook for eco- 
nomic activity has weakened further in recent weeks and that 
downside risks to growth remain. At the same time, inflation has 
been elevated, uncertainty about the inflation outlook has in- 
creased The actions taken by the Federal Reserve since last Au- 
gust, including measures to foster market liquidity, should help to 
promote moderate growth over time and to mitigate the risks to 
economic activity. However, the Federal Reserve remains attentive 
to the risks to the outlook for activity and inflation, and it will act 
in a timely manner as needed to promote sustainable economic 
growth and price stability. 

Q.8. Capital: The ongoing turmoil in our financial markets vividly 
demonstrates the wisdom of prudent capital requirements for our 
financial institutions. If our financial institutions hold sufficient 
capital, they are much more likely to weather the inevitable eco- 
nomic storms that occur as part of the business cycle. Because a 
healthy banking system is one of the best defenses against a severe 
economic downturn, one of the most important responsibilities of 
our financial regulators is ensuring that financial institutions are 
adequately capitalized. 

Chairman Bernanke, what is your assessment of the current cap- 
ital levels in our banking system? As part of your answer, would 
you explain the steps your agency has taken over the past year to 
make sure that our banks are adequately capitalized? 



56 


A.8. As you how a bank is deemed to be well capitalized under 
Prompt Corrective Action rules if it has a tier 1 risk-based capital 
ratio of 6 percent or greater, a total risk-based capital ratio of 10 
percent or greater, a leverage ratio of 5 percent or greater and is 
not subject to any written directive issued by the Federal Reserve 
Board. As can be seen in the summary table below, the majority 
of U.S. commercial banks have substantial buffers over the well 
capitalized requirements (as of year-end 2007), which should prove 
helpful during these difficult times. However, capital ratios in 
banking organizations can erode rapidly during downturns, de- 
pending on the rate of increase and amounts of write-downs and 
additions to the allowance for losses and the extent to which these 
cannot be offset by the retention of earnings or raising of new cap- 
ital. 


Summary Average Data for Insured Commercial Banks 


Ratios 


1997-2007 

2006 

2007 

9.2 

10.2 

10.2 

7.8 

8.1 

7.9 

9.7 

9.8 

9.4 

12.4 

12.4 

12.2 

98.3 

99.3 

98.9 


Equity Capital/Assets 

Leverage 

Tier 1 Ratio (Risk-Based) 

Total Ratio (Risk-Based) 

% Deemed Well Capitalized 

Source: Summary Profile Report, Dec. 2007, BS&R, Federal Reserve Board of Governors. 


The Federal Reserve Board, together with the other banking 
agencies, is currently reviewing several elements of its regulatory 
capital requirements to ensure that banking organizations have 
sufficient capital levels to weather losses during difficult times and 
to ensure a high standard in the quality of capital {i.e., its ability 
to absorb losses effectively) being issued by these organizations. In 
addition, our ongoing supervisory activities include monitoring 
banking organizations’ asset quality, market exposures, quality of 
earnings, capital management plans, effectiveness and adequacy of 
provisioning, and valuation policies, all of which directly impact the 
banking organizations’ capital standing. 

In December 2007, the Federal Reserve Board, together with the 
other banking agencies, approved final rules implementing the 
Basel II advanced risk-based capital rules — for large, internation- 
ally active banking organizations — that more closely align regu- 
latory capital requirements with actual risks and should further 
strengthen banking organizations’ risk-management practices. The 
improvements in risk management under Basel II will be valuable 
in promoting the resiliency of the banking and financial systems. 

Under the Basel II rules, banking organizations must have rig- 
orous processes for assessing their overall capital adequacy in rela- 
tion to their total risk profile and publicly disclose information 
about their risk profile and capital adequacy. We will continue to 
assess the Federal Reserve Board’s capital rules to ensure that 
banking organizations’ capital requirements remain prudent. 

Q.9. Role of Credit Rating Agencies for Capital Requirements: 
Many financial institutions and pension funds are only permitted 
to hold assets with an “investment grade” rating. 

Chairman Bernanke, what steps is the Fed taking to ensure that 
banks monitor the quality of assets on their balance sheets and 
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that financial institutions are not outsourcing their due diligence 
requirements to credit rating agencies? 

A.9. Many investors and financial firms relied too heavily on rat- 
ings assigned by credit rating agencies in their risk management 
activities, particularly with regard to structured credit instru- 
ments. The Federal Reserve has long stressed to bankers the im- 
portance of proper due diligence and independent analysis in mak- 
ing credit risk assessments. A recent analysis of several global fi- 
nancial institutions by supervisors from the United Kingdom, Ger- 
many, France, and the United States — including staff from the 
Federal Reserve — demonstrated that principle in the current envi- 
ronment. Those institutions that had developed robust internal 
processes for assessing risks of complex subprime-related instru- 
ments were able to more quickly identify declines in value and the 
heightened risks of these instruments. Accordingly, these institu- 
tions were less vulnerable to the underestimates of risk made by 
the credit rating agencies on these instruments, less likely to un- 
derestimate the volatility of these instruments, and better able to 
analyze the effects of changing market conditions on their credit 
and liquidity risk profiles. 1 

We are reminding institutions that they should conduct inde- 
pendent, thorough, and timely credit risk assessments for all expo- 
sures, not just those in the loan book. Their processes for producing 
credit risk assessments should be subject to periodic internal re- 
views — through financial analysis, benchmarking and other 
means — to ensure that these assessments are objective, accurate 
and timely. Supervisors are also redoubling efforts to ensure that 
institutions do not rely inappropriately on external ratings. We 
continue to emphasize that for any cases in which U.S. banks rely 
on third-party assessments of credit risk, these institutions should 
conduct their own assessments to ensure that they are sound and 
timely and that the level and nature of the due diligence should be 
commensurate to the complexity of the risk. 

In addition, the Federal Reserve and the other members of the 
President’s Working Group on Financial Markets (PWG) have rec- 
ommended a review of existing regulations and supervisory policies 
that establish minimum external ratings requirements to ensure 
they appropriately take account of the characteristics of securitized 
and other structured finance instruments. The PWG also has en- 
dorsed plans by the Basel Committee on Banking Supervision and 
the International Organization of Securities Commissions to recon- 
sider capital requirements for complex structured securities and 
off-balance-sheet instruments that are keyed to ratings provided by 
credit rating agencies. The PWG further has recommended changes 
in the oversight of credit rating agencies and their required disclo- 
sures to improve the comparability and reliability of their ratings, 
and expressed support for recent initiatives by the credit rating 
agencies to improve their internal controls and ratings for struc- 
tured finance instruments. 2 


1 Senior Supervisors’ Group, “Observations on Risk Management Practices During the Recent 
Market Turbulence,” March 6, 2008. 

2 The President’s Working group on Financial Markets, “Policy Statement on Financial Mar- 
ket Developments,” March 12, 2008. 
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Q.10. HOEPA Rulemaking: During this period of correction in the 
housing market, I believe it is incredibly important that we do not 
overreact and restrict access to credit to individuals who need it 
the most. In December of last year, the Federal Reserve produced 
a proposed rule under its Homeownership Equity Protection Act 
(HOEPA) authority. That rule is currently out for notice and com- 
ment. 

Mr. Bernanke, can you comment for the record on some of the 
steps that the Fed took to ensure that an appropriate balance was 
struck between eliminating many of the mortgage market excesses 
that created many of the problems we face today while ensuring 
that borrowers have adequate access to credit? 

A.10. Our goal in proposing new regulations under the authority 
of the Home Ownership and Equity Protection Act (HOEPA) was 
to produce clear and comprehensive rules to protect consumers 
from unfair practices while maintaining the viability of a market 
for responsible mortgage lending. To help us achieve this goal, we 
gathered substantial input from the public, including though five 
public hearings we held on the home mortgage market in 2006 and 
2007. We also focused the proposed protections where the risks are 
greatest by applying stricter regulations to higher-priced mortgage 
loans, which we have defined broadly so as to cover substantially 
all of the subprime market. 

As an example of the Board’s approach, the rules would prohibit 
a lender from engaging in a pattern or practice of making higher- 
priced loans that the borrower cannot reasonably be expected to 
repay from income or from assets other than the house. The pro- 
posal is broadly worded to capture different ways that risk can be 
layered even as the practices that increase risk may change. It 
would not set numerical underwriting requirements, such as a spe- 
cific ratio of debt to income, but would provide some specific guid- 
ance for lenders to follow when assessing a consumer’s repayment 
ability. For instance, creditors who exhibited a pattern or practice 
of not considering consumers’ ability to repay a loan at the fully- 
indexed rate would be presumed to have violated the rule. 

Another proposed rule would require lenders to verify the income 
or assets they rely on to make credit decisions for higher-priced 
loans. Creditors would be able to rely on standard documents to 
verify income and assets, such as W-2 forms and tax returns. How- 
ever, to ensure access to credit for consumers, such as the self-em- 
ployed, who may not easily be able to provide traditional docu- 
mentation, the rule would allow creditors to rely on any third-party 
documents that provide reasonably reliable evidence of income and 
assets. For example, creditors could rely on a series of check cash- 
ing receipts to verify a consumer’s income. 

We believe these proposed rules will help protect mortgage bor- 
rowers from unfair and deceptive practices. At the same time, we 
did not want to create rules that were so open-ended or costly to 
administer that responsible lenders would exit the subprime mar- 
ket. So, our proposal is designed to protect consumers without 
shutting off access to responsible credit. 
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Q.ll. Housing Market: Chairman Bernanke, the current downturn 
in the housing market is not the first that we’ve seen, and is un- 
likely to be the last. 

What has been the average length of time from peak to trough 
in previous housing market downturns? 

How does the current downturn compare to previous ones? 

A.ll. Although there are considerable differences across episodes 
and measures of housing market activity, the trough usually occurs 
between 2 and 3 years after the peak. Thus far, the current down- 
turn in residential investment has lasted eight quarters, similar to 
the average of previous downturns. As measured by single-family 
housing starts, the decline in activity so far in this cycle has been 
greater than average, although not quite as large as the contrac- 
tion that occurred in the late 1970s and early 1980s. 

Q.12. Home Prices and Inflation: Chairman Bernanke, a commonly 
watched measure of inflation is the core-CPI. Housing constitutes 
almost a third of core-CPI. 

To what extent has the recent decline in housing prices mod- 
erated recent increases in the core-CPI? 

What would be the trend in core-CPI if house prices were ex- 
cluded? 

A.12. The CPI for owner-occupied housing is not directly affected 
by changes in housing prices. The Bureau of Labor Statistics (BLS) 
uses a rental equivalence approach to measure changes in the price 
of housing services from owner-occupied units. This approach defies 
the implicit rent of an owner-occupied unit as the money that 
would be received were it to be rented out (that is, the opportunity 
cost of owning, as opposed to renting, the unit). As a result, the 
BLS uses observations on tenants’ rents (after making adjustments 
for landlord-provided utilities) to construct the CPI for owner-occu- 
pied housing. It is reasonable to expect that tenants’ rents should 
be related over time to the affordability of owner-occupied housing, 
which would depend in part on home prices. The BLS does not pub- 
lish an index for the core CPI excluding owners’ equivalent rent. 
However, one can gain some insight with regard to its limited con- 
tribution to core CPI inflation of late from the fact that the CPI 
index for all items less food and energy rose 2.3 percent over the 
12 months ending in February 2008, while the index for owners’ 
equivalent rent of primary residence increased 2.6 percent. 

Q.13. Housing Wealth: Chairman Bernanke, the recent decline in 
home prices in many parts of the country followed several years of 
extraordinary home price appreciation. 

What has been the overall impact of the housing bubble, and its 
burst, on household wealth? Is a family that purchased a home in 
2002 or 2003 still better off? 

Of those families who purchased homes earlier this decade, and 
have seen substantial overall appreciation, how have their spend- 
ing patterns been affected by the declining market? 

A.13. Nationwide, according to the Office of Federal Housing En- 
terprise Oversight (OFHEO) purchase-only house price index, 
house prices peaked in mid-2007 and have since fallen about 3 per- 
cent; according to the more volatile S&P/Case-Shiller house price 
index, house prices peaked in mid-2006 and have since fallen about 
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10 percent. Both indexes show major regional disparities, with 
house prices peaking earlier, and falling more, in California, Ne- 
vada, some New England states, and Michigan and Ohio. Indeed, 
according to OFHEO’s measure, home prices in Michigan have fall- 
en, on net, since 2001. In all other states, families that purchased 
their homes in 2003 or earlier continue to have seen a net appre- 
ciation in their home’s value. 

According to the Federal Reserve’s flow of funds accounts, hous- 
ing wealth peaked at $20.3 trillion in 2007:Q3 before falling about 
$170 billion in 2007:Q4. Estimates by academic economists of the 
direct effect of housing wealth on consumption vary widely, from as 
little as 2 cents on the dollar to as high as 7 cents on the dollar. 
These effects tend to be spread out over roughly a 3-year period, 
so that current spending is still being supported to some extent by 
earlier house price gains, and the effects of the current declines 
will only be fully felt over the next couple of years. 

In addition to directly affecting spending by reducing family 
wealth, falling house prices may affect a family’s spending indi- 
rectly through credit market channels. Borrowing against home eq- 
uity is often the lowest-cost form of finance available to a house- 
hold; falling house prices can decrease the collateral value of a 
home, forcing borrowers to turn to costlier forms of finance, such 
as credit cards. These indirect effects, which are extremely difficult 
to quantify, probably are a factor that has increased the size of 
some of the larger published estimates of the effect of falling house 
prices on consumer spending. 

Q.14. Covered Bonds: Chairman Bernanke, recently FDIC Chair- 
man Bair indicated that covered bonds were a “front burner issue” 
at the FDIC as they continued to look for ways to improve liquidity 
in the mortgage market. I understand that Europe has a mature, 
$2 trillion covered bond market. 

Do you think there could be a benefit to fostering such a market 
in the United States? 

What distinctions do you see between the European market and 
the status of the U.S. market? 

A.14. As long as banks and their counterparties are safe and 
sound, efforts to provide more financing opportunities to banks and 
bank holding companies, particularly under current market condi- 
tions, should be taken seriously. Such actions may make it more 
likely that the financial markets will be able to provide the nec- 
essary credit to sustain and enhance economic activity. In general, 
the European markets appear to be useful additions to their finan- 
cial markets, successfully providing liquidity and credit for some 
assets under most market conditions. 

Covered bonds have been available in Europe for many years, 
and such programs differ greatly across countries. Much could be 
learned by studying the merits of each country’s program and ap- 
plying these lessons to creating a unique program in the United 
States. Creating a covered bond market in the United States, how- 
ever, may be difficult without Congressional discussion and legisla- 
tion. Covered bonds raise many issues related to the safety net pro- 
vided to banks in the United States, including issues related to the 
bank deposit insurance fund. The legal structure provided for cov- 
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ered bonds in European countries resolves many of these issues. 
With regard to creating a covered bond market in the United 
States, all parties should seek to distill the best practices from the 
European markets and work towards the establishment of a robust 
and well-designed covered bond market that includes safeguards to 
ensure that the safety net provided banks would not be measurably 
extended further. 
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Part 1 

Overview: 

Monetary Policy and the Economic Outlook 


The U S. economy ha* weakened considerably since 
Iasi July, whet* the Federal Reserve Board submitted its 
previous Monetary Policy Report to the Congress. Sub- 
stantial strains have emerged in financial markets here 
and abroad, and ho using-related activity has continued 
to contract. Also, further increases in the prices of etude 
oil and some other commodities have eroded the real 
incomes of U S. households and added to business 
cob. Overall economic activity held up reasonably 
well into the autumn despite these adverse develop- 
ments. but it decelerated sharply in the fourth quarter 
Moreover, the outlook for 2008 has become less favor- 
able since last summer, and considerable downside risks 
to economic activity have emerged. Headline consumer 
price inflation picked up in 2007 as a result of sizable 
increases in energy and food prices, while core infla- 
tion (which excludes the direct effects of movements in 
energy and food prices) was. on balance, a little lower 
than in 2006. Nonetheless, with inflation expectation* 
anticipated to remain reasonably well anchored, energy 
and other commodity prices expected to flatten out, and 
pressures on resources likely lo ease, monetary policy 
makers generally luivc expected inflation to moderate 
somewhat in 200k and 2009. Under those circum- 
stances. the Federal Reserve has cased the stance of 
monetary policy substantially since July 

The turmoil in financial markets that emerged last 
summer was triggered by a sharp increase in delinquen- 
cies and defaults on subprime mortgages. That increase 
substantially impaired tlx* functioning of the secondary 
markets for subprime and nontraditionul residential 
mortgages, which in turn contributed to a reduction in 
the availability of such mortgages to households Partly 
as a result of these developments as well as continuing 
concerns about prospects for house prices, the demand 
for housing dropped further In response to weak 
demand and high inventories of unsold homes, home- 
builders continued to cut the pace of new construction 
in the second half of 2007, pushing the level of single- 
family starts in the fourth quarter more than 50 percent 
below the high reached in the first quarter of 2006. 

After midyear, as losses on subprime mortgages and 
related structured investment products continued to 
mount, investors became increasingly skeptical about 
the likely credit performance of even highly rated secu- 


rities backed by such mortgage*. The loss of confidence 
reduced investors* overall willingness to bear risk and 
caused them to reassess the soundness of the structures 
of other financial products. That reassessment was 
accompanied by high volatility and diminished liquidity 
in a number of financial markets here and abroad. The 
pressures in financial markets were reinforced by banks' 
concerns about actual and potential credit losses. In 
addition, banks recognized that they might need to take 
a large volume of assets onto their balance sheets — 
including leveraged loans, some types of mortgages, 
and assets relating to asset-backed commercial paper 
programs — given their existing commitments to cus- 
tomers and the increased resistance of investor# to pur- 
chasing some securitized products. In response to thosi 
unexpected strains, banks became more conservative 
in deploying their liquidity and balance sheet capacity, 
leading to tighter credit condition* for some businesses 
and households. The combination of a more negative 
economic outlook and a reassessment of risk by inves- 
tor precipitated a steep fall in Treasury yields, u sub- 
stantial widening of spreads on both investment-grade 
and speculative-grade corporate bonds, and a sizable 
net decline in equity pi ices. 

Initially, the spillover from the problems in the 
housing and financial markets lo oilier sectors of lire 
economy was limited Indeed, in the third quarter, real 
gross domestic product (GDP) rose at an annual rate 
of nearly 5 percent in part because of solid gains in 
consumer spending, business investment, and exports 
In the fourth quarter, however, real GDP increased only 
slightly, and the economy seems to have entered 2008 
w ith little momentum. In the labor market, growth in 
private-sector payrolls slowed markedly in late 2007 
and January 2008. The sluggish pace of hiring, along 
with higher energy prices, lower equity prices, ond soft- 
ening home values, has weighed on consumer sentiment 
and spending of late. In addition, indicator* of business 
investment have become less favorable recently How- 
ever, continued expansion of foreign economic activ- 
ity and a lower dollar kept U.S. exports on a marked 
uptrend tluough tlic second half of last year, providing 
some offset to the slowing in domestic demand. 

Overall consumer price inflation, as measured by 
the price index for personal consumption expenditures 
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(PCE). stepped up to 3 Vi percent over the four quarters 
of 2007 because of the sharp increase in energy prices 
and the laigest rise in food prices in nearly two decades. 
Core PCE price inflation picked up somewhat in the 
second half of last year, but the increase came on the 
heels of some unusually low readings in the first half; 
core PCE price inflation over 2007 as a whole averaged 
slightly more than 2 percent, a little less than in 2006. 

The Federal Reserve has taken a number of steps 
since midsummer to address strains in short-term fund- 
ing markets and to foster its macroeconomic objec- 
tives of maximum employment and price stability. 

With regard to short-term funding markets, the Fed- 
eral Reserve's initial actions when market turbulence 
emerged in August included unusually large open mar- 
ket operations as well as adjustments to the discount 
rate and to procedures for discount window borrowing 
and securities lending. As pressures intensified near the 
end of the year, the Federal Reserve established a Term 
Auction Facility to supply short-term credit to sound 
banks against a wide variety of collateral; in addition, it 
entered into currency swap arrangements with two oth- 
er central banks to increase the availability of term dol- 
lar funds in their jurisdictions. With regard to monetary 
policy, the Federal Open Market Committee (FOMC) 
cut the target for the federal funds rate 50 basis points 
at its September meeting to address the potential down- 
side risks to the broader economy from the ongoing dis- 


ruptions in financial markets. The Committee reduced 
the target 25 basis points at its October meeting and did 
so again at the December meeting. In the weeks fol- 
lowing that meeting, the economic outlook deteriorated 
further, and downside risks to growth intensified; the 
FOMC cut an additional 125 basis points from the tar- 
get in January — 75 basis points on January 22 and 
50 basis points at its regularly scheduled meeting on 
January 29-30. 

Since the previous Monetary Policy Report , the 
FOMC has announced new communications proce- 
dures, which include publishing enhanced economic 
projections on a timelier basis. The most recent projec- 
tions were released with the minutes of the January 
FOMC meeting and are reproduced in part 4 of this 
report. Economic activity was expected to remain sofl 
in the near term but to pick up later this year — support- 
ed by monetary and fiscal stimulus — and to be expand- 
ing at a pace around or a bit above its long-run trend by 
2010. Total inflation was expected to be lower in 2008 
than in 2007 and to edge down further in 2009. How- 
ever. FOMC participants (Board members and Reserve 
Bank presidents) indicated that considerable uncertainty 
surrounded the outlook for economic growth and that 
they saw the risks around that outlook as skewed to the 
downside. In contrast, most participants saw the risks 
surrounding the forecasts for inflation as roughly 
balanced. 
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Part 2 

Recent Economic and Financial Developments 


Although the U.S. economy had generally performed 
well in the first half of 2007, the economic landscape 
was subsequently reshaped by the emergence of sub- 
stantial strains in financial markets in the United States 
and abroad the intensify ing downturn in the housing 
market, and higher prices for crude oil and some other 
commodities. Rising delinquencies on subprime mort- 
gages led to large losses on related structured credit 
products, sparking concerns about the structures of 
other financial products and reducing investors* appetite 
for risk. The resulting dislocations generated unan- 
ticipated pressures on bank balance sheets, and those 
pressures combined with uncertainty about the size 
and distribution of credit losses to impair short-term 
funding markets. Consequently, the Federal Reserve 
and other central banks intervened to support liquidity 
and functioning in those markets. Amid a deteriorating 
economic outlook, and with dow nside risks increas- 
ing. Treasury' yields declined markedly, and the Federal 
Open Market Committee cut the federal funds rate sub- 
stantially. Meanwhile, risk spreads in a wide variety of 
credit markets increased considerably, and equity prices 
tumbled. 

The financial turmoil did not appear to leave much 
of a mark on overall economic activity in the third 
quarter. Real GDP rose at an annual rate of nearly 
5 percent, as solid gains in consumer spending, business 
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investment, and exports mote than ofTsct the continuing 
drag from residential investment. In the fourth quarter, 
however, economic activity decelerated significantly, 
and the economy seems to have entered 2008 with little 
fonvard momentum. In part because of tighter credit 
conditions for households and businesses, the housing 
correction has deepened, and capital spending has soft- 
ened. In addition, a number of factors, including steep 
increases in energy prices, lower equity prices, and soft- 
ening home values, have started to weigh on consumer 
outlays. In the labor market, private hiring slowed 
sharply in late 2007 and January 2008. The increase in 
the price index for total personal consumption expendi- 
tures (PCE) picked up to 3'/a percent in 2007 as a result 
of sizable increases in food and energy prices. Core 
PCE inflation, though uneven over the course of tire 
year, averaged a bit more than 2 percent during 2007 as 
a whole, a little less than the increase posted in 2006. 

The Household Sector 
Residential Investment and Finance 

Economic activity' in the past two years has been 
restrained by the ongoing contraction in the housing 
sector, and that restraint intensified in the second half 
of 2007. Home sales and prices softened significantly 
further, and homebuilders curtailed new construction 
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Private housing starts. 19*1-2007 
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in response to weak demand and elevated inventories. 
In all. the decline in residential investment reduced the 
annual growth rate of real GDP in the second half of 
2007 by more than I percentage point, and the further 
drop in housing starts around the turn of the year sug- 
gests that the drag on the growth of real GDP remains 
substantial in early 2008. 

The downturn in housing activity followed a multi- 
year period of soaring home sales and construction and 
rapidly escalating home prices. The earlier strength in 
housing reflected a number of factors. One was a low 
level of global real interest rates. Another was that 
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many homebuyers apparently expected that home prices 
would continue to rise briskly into the indefinite future, 
thereby adding a speculative element to the market. In 
addition, toward the end of the boom, housing demand 
was supported by an upsurge in nonprime mortgage 
lending — in many cases fed by lax lending standards.' 
By the middle of the decade, house prices had reached 
very high levels in many parts of the United States, and 
housing was becoming progressively less affordable. 
Declining affordability and waning optimism about 
future house price appreciation apparently started to 
weigh on the demand for housing, thereby causing sales 
to fall and the supply of unsold homes to ratchet up rel- 
ative to the pace of sales. Against this backdrop, prices 
began to decelerate, further damping expectations of 
future price increases and exacerbating the downward 
pressure on demand. 

House prices decelerated dramatically in 2006 and 
softened further in 2007. In many areas of the nation, 
existing home prices fell noticeably last year. For the 
nation as a whole, the OFHEO price index declined 
in the second half of the year after rising modestly in 
the first half; that measure had risen 4 percent in 2006 
and about 9Vj percent in each of the tw o years before 
that - In the market for new homes, the constant-quality 
index of new home prices fell 2 '/* percent over the four 
quarters of 2007. Moreover, many laigc homebuilders 


1 . Nonprirac mortgage* comprise subprime and near-prime loans 
and *. counted for about oac-fouith of all home-purchase mortgages 
ia 2006. Near-prime mortgages are fcacrully le.vx risky than subprime 
mortgages bat riskier than prime mortgages: they may require lim- 
ited or no boirower documentation, base nomraditioaal amortization 
structures or high loaa-to-valuc ratios, or be made on investment 
properties 

2. The index » the seasonally adjusted purchase-only version of 
tbe repeat -transactions price index for existing single-family homes 
published by the Office of Federal Housing Enterprise Oversight . 
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reportedly have been using not only price discounts 
but also nonprice incentives (for example, paying clos- 
ing costs and including optional upgrades at no cost) 
in an effort to bolster sales of new homes and reduce 
inventories. 

In all, the pace of sales of existing homes fell 
30 percent between mid-2005 and the fourth quarter of 
2007, and sales of new homes dropped by half. Builders 
cut production in response to the downshift in demand; 
by the fourth quarter of 2007, starts of single- family 
homes had fallen to an annual rate of just 826,000 
units — less than half the quarterly high reached in early 
2006. Nonetheless, the ongoing declines in sales pre- 
vented builders from making much progress in paring 
their bloated inventories of homes. In fact, although 
the number of unsold new homes has decreased, on 
net, since the middle of 2006, inventories have climbed 
sharply relative to sales. Measured relative to the 
average pace of sales over the three months ending in 
December, the months* supply of unsold new homes at 
the end of December stood at nine months, more than 
twice the upper end of the narrow range that had pre- 
vailed from 1997 to mid-2005. 

The contraction in housing demand and construction 
was exacerbated in the second half of 2007 by the near 
elimination of nonprime mortgage originations and a 
tightening of lending standards on all types of mort- 
gages. Indeed, large fractions of banks that responded 
to the Federal Reserve’s Senior Loan Officer Opinion 
Survey on Bank Lending Practices reported that they 
had tightened lending standards over this period. None- 
theless, interest rates on prime conforming mortgages 
have declined on net: Rates on conforming thirty-year 
fixed-rate loans dropped from about 6% percent last 
summer to just above 6 percent at year-end. This year 
they dipped as low as 5 '/j percent but have recently 
moved back up to about 6 percent, within the range that 
prevailed for much of the 2003-05 period. 5 Rates on 
conforming adjustable-rate loans have also fallen sig- 
nificantly over the past several months and now' stand 
at their lowest level since the end of 2005. Offered rates 
on fixed-rate jumbo loans, w’hich ran up in the second 
half of 2007, have recently declined somewhat, on net. 3 4 


3. Conforming mortgage* arc those eligible for purchase by Fan- 
nie Mac aid Freddie Mac: they must be equivalent in risk to a prime 
mortgage with an 80 pcrccat loan-to-valuc ratio, and they cannot 
exceed the conforming loan limit. The Economic Stimulus Act of 
2008. Mgncd into law- on February 1 3. retroactively raised the con- 
forming loan limit for a first mortgage on a single- family home in the 
contiguous United States from $4 17.000 to 125 percent of the median 
house price in an area, with an overall cap of $720,750. The new con- 
forming limit will be in effect through the end of 2008. 

4 . Jumbo mortgages arc those that exceed the maximum sire of a 
conforming loan: they arc typically extended to borrowers with rela- 
tively strong credit histories 


Even so, spreads between rates offered on these loans 
and conforming loans remain unusually wide. 

The softness in home prices has played an important 
role in the ongoing deterioration in the credit quality 
of subprime mortgages. The deterioration was rooted 
in poor underwriting standards — and. in some cases, 
fraudulent and abusive lending practices — which were 
based in part on the assumption that house prices would 
continue to rise rapidly for some time to come. Many 
borrowers with w-cak credit histories took out adjust- 
able-rate mortgages (subprime ARMs) with low initial 
rates; of those loans originated in 2005 and 2006, a 
historically laigc fraction had high loan-to-valuc ratios, 
which were often boosted by the addition of an associ- 
ated junior lien or “piggyback" mortgage. When house 
prices decelerated, borrowers with high loan-to-value 
ratios on their loans were unable to build equity in their 
homes, making refinancing more difficult, and also 
faced the prospect of significantly higher mortgage pay- 
ments after the initial rates on the loans reset. 


Mortgage delinquency rates. 2001-07 
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Cumulative defaults on tubprime 2/28 loans, 
by year of origination. 2001-07 



Norc The data are imxMhly nl fU«J through NowMifet 2007 I xh 
•fnw (fjHoeotj (he fraction of kon onpaikil n the indKJtcU year 'tu' had 
defaulted by the wkMl toaa i{« lor (unfit, mighty » pMctni of ail 
» OOJ ongHUMO MWUM 10 i he yean 2001 •■> 2004 tut cVIjuIu-0 hy (tv 
urn they w at tweoty-foor month* old The Iasi mar value* for (he three 
•hms covering 2005-07 are hated on incomplete data. A 2/2* loan is a 
thirty ^ -year l oo »ith a fixed rale lor the firs! two yean and an aljwtiNe rale 
for the remaning twenty -eight years 

Scatcx: Staff cake tat ions laud on data from First American 
IxnoAnformance 


Subprime ARMs account for about 7 percent of all 
first-lien mortgages outstanding. Delinquency rates 
on subprime ARMs began to increase in 2006. and by 
December 2007, more than one-hflh of these loans 
were seriously delinquent (that is, ninety days or more 
delinquent or in foreclosure). Moreover, an increasing 
fraction of subprime ARMs in the past few years have 
become seriously delinquent soon after they were origi- 
nated and often well before the initial rate was due to 
reset.* For subprime ARMs originated in 2006, about 
10 percent had defaulted in the first twelve months, 
more than double the fraction for mortgages originated 
in earlier years. Furthermore, the path of the default rate 
for subprime ARMs originated in 2007 has run even 
higher. For subprime mortgages with fixed interest rates, 
delinquency rates have moved up significantly in recent 
months, to the upper end of their historical range. 

For mortgages made to higher-quality borrowers 
(prime and near-prime mortgages), performance weak- 
ened somewhat in 2007, but it generally remains fairly 
solid. Although the rate of serious delinquency on ARMs 
has moved up, that on fixed-rate loans has stayed low. 
Serious delinquencies on jumbo mortgages — which 


5. Tkc initial low-rate period for most s«bprin>c ARM* originated 
ib the period from 200$ to 2007 was twenty-four months Roughly 
I 1 i million subprirnc ARMs aic scheduled to undergo their first rate 
revet in 2008. Even with the recent cfodinev in maiict interest rales, a 
notable fraction of those subprirnc ARMs arc scheduled k> icvct lo a 
higher inlcicsi rale. 


often carry adjustable rates — have crept up slightly 
from very low leveb. 

The credit quality of loans that were securitized in 
pools marketed as "alt -A" has declined considerably. 
Such loans are typically made to higher-quality borrow- 
ers but have non traditional amortization structures or 
other nonstandard features. Some of the loans are cat- 
egorized as prime or near prime and others as subprime. 
The rate of serious delinquency on loans with adjustable 
rates in alt-A pools currently stands at almost 6 per- 
cent. far above the rates of less than 1 percent seen as 
recently as early 2006. The rate of serious delinquency 
on fixed-rate alt-A loans has also increased in recent 
months. 

The continued erosion in the quality of mortgage 
credit has led to a rising number of initial foreclosure 
filings; indeed, such filings were made at a record pace 
in the third quarter of 2007. Foreclosures averaged 
about 360,000 per quarter over the first three quarters of 
2007. compared with a rale of about 235.000 in the cor- 
responding quarters of 2006. As was the case in 2006, 
more than half of the foreclosure filings in 2007 were 
subprime mortgages despile the rebtively smaller 
share of such loans in total mortgages outstanding. In 
some cases, falling prices may have tempted more- 
speculative buyers with little or no equity to walk away 
from their properties. Foreclosures have risen most in 
areas where home prices have been falling after a period 
of rapid increase; foreclosures also have mounted in 
some regions where economic growth has been below 
the national average. 

Avoiding foreclosure — even if it involves granting 
concessions to the borrower — can be an important loss- 
mitigation strategy for financial institutions. To limit 
the number of delinquencies and foreclosures, financial 
institutions can use a variety of approaches, including 
renegotiating the timing and size of rate resets. A com- 
plication in implementing such approaches is that the 
loans have often been packaged and sold in securitized 
pools that are owned by a dispersed group of investors, 
which makes the task of coordinating renegotiation 
among all affected parties difficult. In part to address 
the challenges in modifying securitized loans, coun- 
selors, servicers, investors, and other mortgage market 
participants joined in a collaborative effort, called the 
Hope Now Alliance, to facilitate cross- industiy solu- 
tions to the problem* Separately, the Federal Reserve 
has directly responded in a number of ways to the prob- 
lems with mortgage credit quality (described in the box 


6. The Hope Now Alliance <www.kopcnow.com) aim* to increase 
out loach efforts to contact at-risk borrowers and to ploy an impor- 
tant role in streamlining the process for refinancing and modifying 
subprirnc ARMs The alliance will work to npavl the capacity of an 
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entitled “The Federal Reserve’s Responses to the Sub- 
prime Mortgage Crisis”). 

Most commercial banks responding to the Federal 
Reserve’s January 2008 Senior Loan Officer Opinion 
Survey indicated that loan-by-loan modifications based 
on individual borrowers' circumstances were an impor- 
tant part of their loss-mitigation strategics. Almost two- 
thirds of respondents indicated that they would consider 
refinancing the loans of their troubled borrowers into 
other mortgage products at their banks. About one- 
third of respondents said that streamlined modifications 
of the sort proposed by the Hope Now Alliance were 
important to their strategies for limiting losses. 

All of the factors discussed above — 4he drop in home 
sales, softer house prices, and tighter lending standards 
(especially for subprime and alternative mortgage 
products) — combined to reduce the growth of house- 
hold mortgage debt to an annual rate of about 
7 % percent over the first three quarters of 2007, 
down from \VA percent in 2006. Growth likely 
slowed further in the fourth quarter. 


Consumer Spending 
and Household Finance 

Consumer spending held up reasonably well in the 
second half of 2007, though it moderated some in the 
fourth quarter. Spending continued to be buoyed by 
solid gains in aggregate wages and salaries as well 
as by the lagged effects of the increases in household 
wealth in 2005 and 2006. However, other influences 
on spending have become less favorable. Job gains 


existing rational network to coua«el borrower! and refer them to fur- 
tKipjtm; servicers. who haw agreed to work toward crotviudortry 
volutions to better verve the bonwowncr. 
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have slowed lately, household wealth has been damped 
by the softening in home prices as well as by recent 
declines in equity values, and consumers’ purchasing 
power has been sapped by sharply higher energy prices. 
Moreover, consumer sentiment has fallen appreciably, 
and although consumer credit has remained available 
to most borrowers, credit standards for many types of 
loans have been tightened. 

Real personal consumption expenditures (PCE) 
increased at an annual rate of 2V* percent in the third 
quarter, a little above the average pace during the first 
half of the year; in the fourth quarter. PCE growth 
slowed to 2 percent. With the notable exception of 

Wealth- to- income ratio. 1984-2007 


Ran* 



N m The data an r quarterly and extend enough 2007 The weofch- 
to -income am » the ratio of txwch -Id act worth to dupoxoNc personal 
name. 


Scxwci Department of Commerce. Bureau of Ecoroemc Analysis 


Saves: For net watt Federal Reserve Board, ftow of fund* daw. lor 
ncoene. Department of Commerce. Bureau of Ecooounc Analyst* 




73 


8 Monetary Policy Report to the Congress □ February 2008 


The Federal Reserve's Responses to the Subprime Mortgage Crisis 


The sharp Increases in subprime mortgage 
loan delinquencies and foreclosures over the 
past year have created personal, economic, 
and social distress for many homeowaers and 
communities. The Federal Reserve has taken a 
number of actions that directly respond to these 
problems. Some of the efforts are intended to 
help distressed subprime borrowers and limit 
preventable foreclosures, and others are aimed 
at reducing the likelihood of such problems in 
the future. 

Home losses through foreclosure can be 
reduced if Financial institutions work with bor- 
rowers who are having difficulty meeting their 
mortgage payment obligations. Foreclosure 
cannot always be avoided, but in many cases 
prudent loss-mitigation techniques that preserve 
homeownership are less costly to lenders than 
foreclosure. In 2007. the Federal Reserve and 
other banking agencies encouraged mortgage 
lenders and mortgage servicers to pursue pru- 
dent loan workouts through such measures as 
modification of loans, deferral of payments, 
extension of loan maturities, capitalization of 
delinquent amounts, and conversion of adjust- 
able-rate mortgages (ARMs) into fixed-rate mort- 
gages or fully indexed, fully amortizing ARMs. 1 

The Federal Reserve has also collaborated 
with community groups to help homeowners 


1 Board or Governors onn* Feowai Rover v* Spurn 
(20071. 'Working with Mortgage Borrowers.' Dlvtslon or 
Banking Supervision and Regulation. Supervision and Regula- 
tion leoer SR 07-6 (April 17); am ’Statemmi cn Loss M Riga- 
lion Strategies W Servicers of Residential Mortgages.' Supervi- 
sion and Regulation Letter Sft 07- 16 (September Si 


avoid foreclosure. Staff members throughout the 
Federal Reserve System are working to identify 
localities that are likely to experience the high- 
est rates of foreclosure: the resulting informa- 
tion is helping local groups to better focus their 
borrower outreach efforts. In addition, the Fed- 
eral Reserve actively supports NeighborWorks 
America, a national nonprofit organization that 
has been helping thousands of mortgage borrow- 
ers facing current or potential distress. Federal 
Reserve staff members have worked closely 
with this organization and its local affiliates on 
an array of foreclosure prevention efforts, and 
a member of the Federal Reserve Board serves 
on its board of directors. Other contributions 
include efforts by Reserve Banks to convene 
workshops for stakeholders to develop commu- 
nity-based solutions to mortgage delinquencies 
in their areas. 

The Federal Reserve has taken important 
steps aimed at avoiding future problems in sub- 
prime mortgage markets while still preserving 
responsible subprime lending and sustainable 
homeowner ship In coordination with other 
federal supervisory agencies and the Confer- 
ence of State Bank Supervisors, the Federal 
Reserve issued principles-based guidance on 
sub prime mortgages last summer. 1 The guidance 
is designed to help ensure that borrowers obtain 

(continued on next page) 


2 Board c# Owtmonoi tne Federal Reserve System 
(2007 l 'Statement on Sucprime Mongao* Landing.' Drvfticn 
of Banking Supervision and Regulation. Supervision and Regu- 
lation Letter SR 07-12 (Lay 24). 


outlays for new light motor vehicles (cars, sport-utility 
vehicles, and pickup trucks) — which were well main- 
tained through year-end — the deceleration in spending 
in the fourth quarter was widespread. PCE appears to 
have entered 2008 on a weak trajectory, as sales of light 
vehicles sagged in January' and spending on other goods 
was soft. 

Growth in real disposable personal income — that is, 
after-tax income adjusted for inflation — was sluggish in 
the second half of 2007. Although aggregate wages and 
salaries rose fairly briskly in nominal terms over that 
period, the purchasing power of the nominal gain was 
eroded by the energy-driven upturn in consumer prioe 
inflation in the fall. Indeed, for many workers, increases 
in real wages over 2007 as a whole were modest, once 
again falling short of the rise in aggregate labor produc- 


tivity. For example, average hourly earnings, a measure 
of wages for production or nonsupervisoty workers, 
increased only Vi percent over the four quarters of 2007 
after accounting for the rise in the overall PCE price 
index. Moreover, for some workers, real wages actually 
declined: Real average hourly earnings in manufactur- 
ing edged dowm about % percent last year, while for 
retail trade — an industry that typically pays relatively 
low wages — this measure of real wages fell about 
2 percent. 

On the whole, household balance sheets remained 
in good shape in 2007, although they weakened late 
in the year. The aggregate net worth of households 
rose modestly through the third quarter, as increases in 
equity values more than offset the effect of softening 
home prices. However, preliminary' data suggest that 
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(cortinu*d *c*n pf*c*ding pog*i 

adjustable-rate mortgages that they can afford 
to repay and can refinance without prepayment 
penalty for a reasonable period before the first 
interest rate reset. The Federal Reserve issued 
similar guidance on nontraditional mortgages In 
2006. ‘ 

The Federal Reserve is working to help safe- 
guard borrowers in their interactions with mort- 
gage lenders. In support of this effort, in Decem- 
ber 2007 the Federal Reserve used its authority 
under the Home Ownership and Equity Pro- 
tection Act of 1994 to propose new rules that 
address unfair or deceptive mortgage lending 
practices. This proposal addresses abuses relat- 
ed to prepayment penalties, failure to escrow for 
taxes and insurance, problems related to stated- 
income and low-documentation lending, and 
failure to give adequate consideration to a bor- 
rower's ability to repay. The proposal includes 
other protections as well, such as rules designed 
to curtail deceptive mortgage advertising and to 
ensure that consumers receive mortgage disclo- 
sures at a time when the information Is likely to 
be the most useful to them. 

The Federal Reserve is also currently under- 
taking a broad and rigorous review of the Truth 
in Lending Act. including extensive consumer 


3 Bcord of Gov*moo ot th* f*4»<ai R*wv* Sy««n 
(2006). * I * 9 *rK y Gutdarvc* on Uoouaditional Mcrtipg* 

Product Risks.' Division ot Bankmg Suporvmon and Regula- 
tion. Supervision and Regulation Letter SR 06-1 S (October 10). 


testing of loan disclosure documents. After a 
similar comprehensive analysis of disclosures 
related to credit card and other revolving credit 
arrangements, the Board issued a proposal in 
May 2007 to require such disclosures to be 
clearer and easier to understand. Like the credit 
card review, the review of mortgage disclosures 
will be lengthy given the critical need for field 
testing, but the process should ultimately help 
more consumers make appropriate choices 
when financing their homes. 

Finally, strong uniform oversight of all mort- 
gage lenders is critical to avoiding future prob- 
lems in mortgage markets. Regulatory oversight 
of the mortgage industry has become more chal- 
lenging as the breadth and depth of the market 
has grown over the past decade and as the role 
of nonbank mortgage lenders, particularly in the 
subprime market, has increased. In response, 
the Federal Reserve, together with other federal 
and state agencies, launched a pilot program 
last summer focused on selected nondeposi- 
tory lenders with significant subprime mortgage 
operations. 3 4 The program will review compli- 
ance with consumer protection regulations and 
impose corrective or enforcement actions as 
warranted. 


4. Tt»cth*rag*ncws collaborating on *«+l»o<tftr*th* 
Oftk* ot Thrift Suporviuon th* F«dwal Trad* Commrvson. 
•>* Conf*r*nc* ot Stat* Bonk Suparvnorv and th* Amarcan 
Association ot Residential Mortg»g» Regulators. 
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the value of household wealth fell in the fourth quarter, 
and as a result the ratio of household wealth to dispos* 
able income — a key influence on consumer spending — 
ended the year well below its level at the end of 2006. 
Nonetheless, because changes in net worth tend to influ- 
ence consumption with a bg. the increases in wealth 
during 2005 and 2006 likely helped sustain spending in 
2007. In the fourth quarter, the personal saving rate was 
just a shade above zero, about in line with its average 
value since 2005. 

Overall household debt increased at an annual rate 
of about IV* percent through the third quarter of 2007, 
a notable deceleration from the 10V* percent pace in 
2006; household debt likely slowed further in the fourth 
quarter. Because the growth of household debt about 
matched the growth in nominal disposable personal 
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Household financial obligations ratio. 1992-2007 
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income through the third quarter, and net changes in 
interest rates on mortgage debt to that point were small, 
the ratio of financial obligations to disposable personal 
income was about flat 

Consumer (nonmort gage) borrowing picked up a bit 
in 2007 to 5'/j percent, perhaps reflecting some substitu- 
tion of consumer credit for mortgage debt. The pickup 
in consumer debt was mostly attnbutablc to faster 
growth in revolving credit, a pattern consistent with the 
results of the Federal Reserve’s Senior Loan Officer 
Opinion Survey. Banks, on net. reported easing lend- 
ing standards on credit cards over the first half of 2007 
and reported little change in those standards on net over 
the second half of the year. In contrast, significant frac- 
tions of respondents in the second half of 2007 reported 
that they had tightened standards and terms on other 
consumer loans, a change that may have contributed to 
a slowing in the growth of nonrevolving loans over the 
final months of 2007. Average interest rates on credit 
cards generally moved down in the second half of the 
year, but by less than the short-teim market interest 
rates on which they are often based. Interest rates on 
new* auto loans at banks and at auto finance companies 
have also declined some in recent months. 

Indicators of the credit quality of consumer loans 
suggest that it has weakened but generally remains 
sound. Over the second half of the year, delinquency 
rates on consumer loans at commercial banks increased, 
but from relatively moderate recent levels. Meanwhile, 
delinquency rates at captive auto finance companies 
increased somewhat but are well below previous highs. 
Although household bankruptcy filings remained low 
relative to the levels seen before the changes in bank- 


Delinquency rates on consumer loans. 1996-2007 



l_l I I I I I I I I I I I l_l 

l»7 IW 2001 2003 2005 2007 

Non TV <iiu if* quiteriy and «te»d thrc«gb 2007 Qi Dttioja«*cy 
rate u tb* pNCMl ci kooj ikaty days o* «w» put <J«c 
Somes: Roux-ial buuraiioos E u num icn Council. Coosofatated 

Report* ci Coo&feoo aod Income (Cal Report). 


ruptcy law implemented in late 2005. the bankruptcy 
rate rose modestly over the first nine months of 2007. 

The issuance of asset-hacked securities ( ABS) tied to 
credit card loans and auto loans (consumer loan ABS) 
has remained robust. Spreads of yields on consumer 
loan ABS over comparable-maturity swap rales have 
moved up considerably since July; the nse pushed 
spreads on two-year BBB-rated consumer loan ABS 
to almost double their previous peaks in late 2002. 
Spreads on two-year .AAA-rated consumer loan ABS 
jumped to between 60 basis points and 100 basis points 
after having been near aero for most of the decade, 
perhaps in part as a result of investors’ general reassess- 
ment of the risk in structured credit products. 

The Business Sector 

Fixed In vestment 

Real business fixed investment ( BFI ) rose at an annual 
rate of 8 ‘/i percent in the second half of 2007, largely 
because of a double-digit rise in expenditures on non- 
residential construction. Investment in equipment and 
software (E&S). which had accounted for virtually all 
of the growth in real BFI from 2003 to 2005. has been 
erratic since early 2006 but, on balance, has decelerated 
noticeably. On the whole, the economic and financial 
conditions that influence capital spending were fairly 
favorable in mid- 2007, but they subsequently worsened 
as the outlook for sales and profits soured and as credit 
conditions for some borrowers tightened. A bright spot, 
however, is that many firms still have ample cash on 
hand to fund potential projects. 
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Change in real business fixed investment. 2001-07 
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On average, real outlays on E&S rose at an annual 
rate of 5 percent in the second half of 2007; in the first 
half, these outlays had risen just 2 Vi percent, in pan 
because of a sharp downswing in outlays on motor 
vehicles. 7 Real investment in high-technology per- 
formed well in the second half, with further increases 
in all major components (computers, communications 
equipment, and software). Real outlays on equipment 
other than high-tech and transportation (a broad cat- 
egory that accounts for nearly half of investment in 
E&S when measured in nominal terms) posted a solid 
gain in the third quarter. However, those outlays edged 
down in the fourth quarter, and the relatively slow pace 
of orders, along with the downbeat tone in recent sur- 
veys of business conditions, suggests that the softness 
in spending has extended into early 200$. 


7. The plangc in bauncss outlays on motor vehicles in the tint 
half v..i.\ related lo new Environmental Protection Agency cmivi»o»\ 
standards for large trucks, which weal into effect al the slut of 2007. 
Many firms had accelerated their purchases of such (racks into 2005 
and 2006 so that they could ukc delivciy before the new staadirds 
went into effect and thus avoid die higher costs associated with those 
standards. Outlays on motor vehicles rose modestly, oa act. in the 
second half of the year. 


Meanwhile, real outlays on nonresidential construc- 
tion remained on a strong uptrend. Some of the recent 
strength likely represents a catch-up from the prolonged 
weakness in this sector in the first half of the decade. 
With the notable exception of the non-ofticc commer- 
cial sector — where spending has been about flat since 
mid- 2007 — all major types of building continued to 
exhibit considerable vigor in the second half. In gen- 
eral. the nonflnancial fundamentals affecting nonresi- 
dcntial construction remain favorable: Vacancy rates for 
office and industrial buildings have fallen appreciably 
over the past few ycais despite the addition of a good 
deal of available space; and. although the vacancy rate 
for retail buildings has moved up somewhat of late, it 
remains well below its cyclical highs in 1991 and 2003. 
However, funding has reportedly become more diffi- 
cult to obtain in recent months, especially for specula- 
tive projects, and the slowing in aggregate output and 
employment is likely to limit the demand for nonresi- 
dent la I space in coming quarters. Meanwhile, real out- 
lays for drilling and mining structures have continued 
to rise in response to high prices for petroleum and 
natural gas. 


Inventory' Investment 

Although inventory imbalances had cropped up in 
a number of industries in late 2006. overhangs were 
largely eliminated in the first half of 2007. and firms 
generally continued to keep a tight rein on stocks in the 
second half. In the motor vehicle sector, manufacturers 
pursued an aggressive strategy of production adjust- 
ments to keep dealer slocks reasonably well aligned 
with sales. In December 2007. days* supply of light 
vehicles stood at a comfortable sixty-four days — though 
it ticked up in January because of the drop in sales 

Change in real business inventories. 2001-07 
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noted earlier. Apart from motor vehicles, real non farm 
inventory investment was a modest $10 billion (annual 
rate) in the first half of 2007; it stayed around that rate 
in the third quarter and appears to have remained mod- 
est in the fourth quarter as manufacturing firms adjusted 
production promptly in response to signs of softening 
demand. With only a few exceptions — mostly related to 
the ongoing weakness in construction and motor vehi- 
cle production — book-value inventory-sales ratios in 
EVrcember seemed in line with historical trends. More- 
over. businesses surveyed in January by the Institute for 
Supply Management reported that their customers were 
generally satisfied with their current level of stocks. 

Corporate Profits and Business Finance 

Four-quarter growth in economic profits for all U.S. 
corporations came in at about 2 percent in the third 
quarter of 2007, with the entire gain attnbutable to a 
large increase in receipts from foreign subsidiaries. The 
share of profits in the GDP of the nonfinancial sector 
peaked in the third quarter of 2006. near its previous 
high reached in 1997. and has since receded. For S&P 
500 firms, operating earnings per share in the third 
quarter came in about 6 percent below- year-earlier 
lev-els. 1 Data from about 80 percent of those firms and 
analysts' estimates for the rest indicate that operating 
earnings per share in the fourth quarter fell more than 
20 percent from the fourth quarter of 2006. Earnings 
per share among the group's financial firms are estimat- 

8. The diffcience betw een economic profits and S&P opening 
comings in the third quarter is attributable primarily to namerous 
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ed to have been negative, primarily because of 
asset write-downs; in contrast, earnings per share of 
the nonfinancial firms appear to have increased about 
13 percent. 

Nonfinancial business debt is estimated to have 
grown about 1 1 percent in 2007, buoyed by robust 
merger and acquisition activity. Net corporate bond 
issuance was strong throughout the year, although high- 
yield issuance declined after midyear, as yields on such 
bonds increased and spreads over yields on Treasury- 
securities of comparable maturity widened to levels not 
seen since late 2002. The amount of outstanding non- 
financial commercial paper was about flat, on net. over 
2007. held down mostly by runoffs of lower-tier paper 
in the second half of the year as the market for such 
paper came under pressure. After an unprecedented 
amount of issuance of leveraged syndicated loans over 
the first half of 2007, issuance declined considerably 
in the second half of the year, when demand by non- 
bank investors for those loans fell off. Commercial 
and industnal (C&l) loans at banks expanded briskly 
in 2007 as underlying demand for bank-intermediated 
business credit seemed to remain solid and banks took 
onto their balance sheets loans that had been intended 
for syndication. In the Senior Loan Officer Opinion 
Surveys taken in October 2007 and January 2008. con- 
siderable net fractions of banks reported charging wider 
spreads on C&I loans — the loan rate less the bank's 
cost of funds — the first such tightening in several years. 
Large fractions of banks also indicated that they had 


asset write-downs and capital losses, which are generally excluded in 
the calculation of ecoaomic profits but arc me hided as an expense in 
opera tiag camng* per share of financial firms. 


Selected components of net financing for nonfinancial 
corporate businesses. 2003-07 







Net percentage of domestic hanks tightening standard* 
and increasing spreads on commercial and industrial 
loans to large arid medium-sized borrowers. 1992-2008 



Norn: TV diu are drawn Irorw a tuncy fcacnly coodecied I<*m tinea 
per year, the last obvrvaiow is Iron the January 2008 survey, which coven 
200? :Q4 Net fVKcaupc is the perccatafc o< banks nporttag » tighten my of 
sUndanK ex an incteasc ia spreads less the pcr«.vnUfv refsxtinv on cuvmj; or 
a decrease. Spreads are (actuated as the ksin me less the bank's cost of 
funds. The defiaitksa for ran sue sn^ested for. and penerally used by. 
survey ropxxfcrttv is that loryc or»J nedtanvsired fans have annul sales of 
550 rail l ion or nsore 

Socaci: federal Reverse Board Senior Loan Officer Opinion Survey oa 
Bank Lending Practices. 


tightened lending standards. Most of the banks that 
tightened terms and standards indicated that they had 
done so in icsponsc to a less favorable or more uncer- 
tain economic outlook and a reduced tolerance for risk. 


Financing gap and net equity retirement 
at nonftnancial corporations. 1992-2007 
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A lesser fraction — about one-fourth — citod concerns 
about the liquidity or capital position of their own banks 
as reasons for tightening. 

Gross equity issuance picked up in 2007 on an 
increase in the pace of seasoned offerings. Nonetheless, 
record volumes of share repurchases and cash-financed 
mergers and acquisitions pushed net equity retirements 
even higher in 2007 than in 2006. 

The credit quality of nonftnancial corporations 
remained strong. The six-month trailing bond default 
rate stayed near zero through January 2008. The delin- 
quency rate on C&I loans at commercial banks at the 
end of 2007 remained near the bottom of its historical 
range, but it trended higher over the year. Chaige-offs 
on C&I loans at banks also increased in 2007. particu- 
larly in the fourth quarter. Rating downgrades of corpo- 
rate bonds were modest through the fourth quarter, and 
over the year the fraction of debt that was downgraded 
roughly equaled the fraction that was upgraded. For 
public firms, balance sheet liquidity remained at a high 
level through the third quarter of 2007, and leverage 
stayed very low despite robust borrowing and surging 
retirements of equity. 

Commercial real estate debt continued to expand 
briskly in 2007. reflecting in part strong investment in 
nonresidential structures, but the overall pace tapered 
off some in the second half of the year. As noted above, 
readings on some market fundamentals for existing 
structures — for example, vacancy rates and rents — 
remained solid. Similarly, the latest data for commer- 
cial mortgages held by life insurance companies or 
by issuers of commercial mortgage-backed securities 
(CMBS) — mortgages that mostly finance existing struc- 
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lures — show little change in delinquency rates in recent 
quarters. 

In contrast, the delinquency rate on commercial 
mortgages held by banks about doubled over the course 
of 2007, reaching almost 2% percent. The loon perfor- 
mance problems wcie the most striking for construction 
and land development loans — especially for those that 
finance residential development — but some increase in 
delinquency rates was also apparent for loans backed 
by nonfarm, nonresidential properties and multifamily 
properties. In the most recent Senior Loan Officer Opin- 
ion Survey, large fractions of banks reported having 
tightened standards and tenns on commercial real estate 


Delinquency rates on commercial real estate 
loans at banks. 1991-2007 



1991 IW IW 1997 1999 2001 3003 2005 2007 


Note The <ku are qtuiuity and extend through 2007 :Q4 Delinquency 
rate i» the percent of loans thirty days or more past due or not accruing 
inner cm 

Sorter: Federal Runcial Institutions Examination Council. Consolidated 
Reports of Condition and Income ( Call Report). 


Note: The data are weekly an! extend through Fehruary 20- 2008. 
Somes: Bkwmberg. 


loans. Among the most common reasons cited by those 
that tightened credit conditions were a less favorable or 
more uncertain economic outlook, a worsening of com- 
mercial teal estate market conditions in the areas where 
the banks operate, and a reduced tolerance for risk. 

Moreover, despite the generally solid pcrfonnancc of 
commercial mortgages in securitized pools, spreads of 
yields on BBB-rated CMBS over comparable-maturity 
swap rates soared, and spreads on AAA-rated tranches 
of those securities rose to unprecedented levels. The 
widening of spreads reportedly reflected heightened 
concerns regarding the underwriting standards for com- 
mercial mortgages over the past few years and likely 
also investors* general wariness of structured finance 
products. 

Issuance of CMBS in 2007 topped the pace of 2006. 
It was fueled by leveraged buyouts of real estate invest- 
ment trusts in the first half of the year, but issuance 
slowed to a trickle over the final four months of the 
year on tighter underwriting standards and the higher 
required yields. Nonetheless, the still-steady growth 
of commercial real estate debt indicates that, thus far, 
borrowers have found alternative funding sources for 
projects. 

The Government Sector 

Federal Government 

The deficit in the federal unified budget stood at 
S162 billion in fiscal year 2007, roughly $250 billion 
below the recent high reached in fiscal 2004 and equal 
to just I V* percent of nominal GDP. However, growth 
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Federal receipt* and expenditures, 1987-2007 
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in revenues has slowed since Iasi summer, and growth 
in outlays has quickened Given those developments, 
the deficit during the first four months of fiscal 200X 
(October 2007 to January 2008) was larger than it had 
been during the comparable period of fiscal 2007 Over 
the remainder of fiscal 2008. a slow pace of economic 
activity and the revenue loss associated with tile Eco- 
nomic Stimulus Act of 2008 arc expected to boost the 
deficit. 

Nominal federal icceipts have decelerated sharply 
since posting double-digit advances in fiscal years 2005 
and 200<»: They rose less than 7 percent in fiscal 2007 
and have slowed substantially further thus far m fiscal 
2008. The deceleration has been most pronounced in 
corporate receipts, winch barely increased in fiscal 2007 
after three years of exceptional growth and have fallen 
well below ycar-earlier levels so far in fiscal 2008: the 
downturn has reflected the recent softness in corporate 
profits. In addition, growth in individual income lax 
receipts has moderated from the rapid rates seen around 
the middle of the decade Nonetheless, total receipts 
grew faster than nominal GDP for the third year in a 
row in fiscal 2007 and reached INV* percent of GDP, 
slightly above the average of the past forty years. 

Nominal federal outlays rose less than 3 percent in 
fiscal 2007 after having risen about 7' percent m each 
of the two preceding years. In large part, the slowing 
in 2007 reflected a number of transitory factors— most 
notably, the tapering olTof expenditures for flood insur- 
ance and disaster relief related to the 2005 Gulf Coast 
hurricanes, which had produced a noticeable bulge in 
spending in fiscal 2006. So far in fiscal 2008. sharp 
increases in outlays for defense and net interest hove 
helped push spending 8 percent above its year-earlier 
level. 


Change in real government expenditure* 
on consumption and investment 2001 -07 
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As measured in the national income and product 
accounts (NIPA), real federal expenditures on consump- 
tion and gross investment — the pan of federal spending 
that is a direct component of GDP rose at an annual 
rate of 3'-i percent, on average, in the second half of 
calendar 2007 after having been unchanged in the first 
half, The step-up was concentrated in real defense 
spending, which tends to be erratic from quarter to 
quancr and rose at an annual rale of 4! i percent in the 
second half, somewhat above its average pace over the 
past three years. 

Federal debt rose at an annual rate of almost 5 per- 
cent over the four quarters of calendar year 2007, a bit 
faster than the roughly 4 percent increase in 2006. The 
ratio of federal debt held by the public to nominal GDP 
remained in the narrow range around 36! j percent seen 

Federal government debt held by the public. 1960-2007 
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in recent years. The Treasury’s decision in May to dis- 
continue auctions of three-year nominal notes elicited 
little reaction in financial markets. The Treasury also 
trimmed some auction sues for a few other coupon 
securities over the lirst three quarters of the year as the 
narrower deficit reduced borrowing needs. Data suggest 
that the proportion of nominal coupon securities pur- 
chased at Treasury auctions by foreign official institu- 
tions edged down over the second half of 2007. but the 
proportion has changed little, on net. since mid-2005. 


Stare anti Local Government 

Hie fiscal condition of slate and local governments 
appeals to have lost some luster in 2007 after improv- 
ing significantly between the carl> part of the decade 
and 2006 Indeed, for the state and local sector as a 
whole, net saving as measured in the NIPA. which 
is broadly similar to the surplus in an operating bud- 
get. Icll from a recent high of S25 billion in 2006 to 
roughly mo, on average, during the first three quarters 
of 2007. The dow nshift occurred us revenue increases 
tailed off after a period of hefty gains and us nominal 
expenditures especially on energy and health care 
rose sharply, Recent information from individual stales 
points to a good deal of unevenness in current budget 
conditions Some slates— especially those in agricul- 
tural and energy-producing regions— continue to enjoy 
strong fiscal positions, Others, however, are reporting 
sizable shortfalls in revenues, in purl because sales tax 
collections arc being hit hard by the weakness in pur- 
chases of housing-related items. In these circumstances, 
some states may bas e to cut spending or raise taxes to 
satisfy their balanced-budget requirements. At the local 


State and local government net saving. 1987-2007 
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level, property tax receipts apparently were bolstered 
in 2007 by the earlier run-up in real estate values, hut 
the deceleration in house prices will likely slow the nse 
in local revenues down the road. Moreover, many stale 
ami local governments expect to face significant struc- 
tural unbalances in their budgets in coming years as a 
result of the ongoing pressures from Medicaid and the 
need to provide pensions and health care to their retired 
employees. 

According to the NIPA. real expenditures on con- 
sumption and gross investment by state and local gov- 
ernments continued to expand briskly in the second 
half of 2007. Much of the strength was in construction 
spending which picked up speed early last year after 
having been essentially Hat between 2002 and 201)6. 
Meanwhile, real outlays for current operations remained 
on the moderate uptrend that has been evident since 
2006. 

Boosted by spending on education and industrial aid. 
borrow ing for new capital expenditures by state and 
local government* was very strong in 2007. Rebindings 
in advance of retirements were brisk in the early pan 
of tire year as issuers locked in low interest rates, Inn 
rebindings subsided in the second half as a result 
of higher volatility and reduced liquidity in the munici- 
pal bond market. By contrast, short-term borrowing 
picked up a bit during the second half of the year, pos- 
sibly because of some deterioration in stale and local 
budgets. 

Municipal issuers are benefiting from lower interest 
rates, as bond yields have declined some since midyear, 
However, investors reportedly huve become increas- 
ingly concerned about the weaker fiscal outlooks for 
many stale and local governments and the condition 
of municipal bond insurers. Partly as a result of those 
developments, the ratio of an index of municipal bond 
y ields to the yield on comparable-maturity T reasuries 
has climbed to the top end of its historical range. 

Some indicators of credit quality in the municipal 
bond sector have begun pointing to greater weakness 
in recent months. Rating upgrades have slowed while 
dow ngrades have risen. A substantial number of rev- 
enue bonds for projects insured by a subsidiary of a 
major investment bank were downgraded iii October. 

In January another group of bonds was downgraded 
because of the downgrade of their insurer. 


National Saving 

Total net national saving— that is. the saving ofhousc- 
holds. businesses, and governments excluding depre- 
ciation charges was equal to ahout I • percent of 
nominal GDP, on average, during the first three quartets 
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Net saving I9K7-2007 
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01*2007. I he dram on national living from ihe federal 
budget deficit was smaller than it had been a few years 
earlier However, net business saving receded somewhat 
from the relatively high levels of the preceding few 
years, and personal saving was very low for the third 
consecutive year. 

Net nntional saving fell appreciably as a percentage 
of GDP between Ihe Inte IWOs and the early part of this 
decade: that ratio has changed little since 2002 (apart 
from the third quarter of 2005. which was marked by 
sizable hurricane-related property losses). If not boost- 
ed over the longer run. persistent low levels of national 
saving will be associated with either slow er capital 
formation or continued heavy borrowing from abroad, 
either of which w ould retard the rise in the standard of 
living of US. residents over time and hamper the abili- 
ty of the nation to meet the retirement needs of an aging 
population. 

The External Sector 
International Trade 

I he external sector provided significant support to 
economic activity in the second half of last year. Net 
exports added almost I percentage point to U.S. GDP 
growth during that period, uccordiug to Ihe Infest GDP 
release from the Bureau of Economic Analysis, but data 
received since then suggest a somewhat larger positive 
contribution. The contribution of net exports was sup- 
ported by a robust expansion about 1 1 percent at an 
unmini rate— of real exports of goods and services that 
w as helped by still-solid grow th of foreign economies 
and the effects of the past depreciation of the dollar. 

The broad-based rise in real exports of goods included 


sizable increases for automobiles, agricultural goods, 
and capital goods, especially aircraft. Exports of ser- 
vices rose in 2007 but at a slower pace than in the pre- 
vious year. The value of exports to China. India. Russia. 
South America, and the members of OPEC rose quite 
substantially, and gams for exports to Canada and west- 
ern Europe were also sizable. Exports to Mexico and 
Japan Increased at a somew hat slower pace. 

A slowdown in real imports was also a factor in Ihe 
positive contribution of net exports to Ihe growth of 
real GDP last year. The growth of real imports of goods 
and services decreased to about I Vi percent in 2007. 
down from a 3 *4 percent rise in 2006. In part because 
of a slowdown in U.S domestic demand and the depre- 
ciation of the dollar. Although real imports of capital 
goods w ere strong, the growth of most other major cat- 
egories declined. Despite the moderation in the growth 
of imports overall, the value of goods (excluding oil) 
imported from western Europe, China, and Mexico still 
rose at solid rales. 

Given those movements in exports and imports, 
along with somewhat higher net investment income, 
the U.S. current account deficit appears likely to have 
shrunk in 2007 on an annual basis for the first lime 
since 2001 . The current account deficit narrowed from 
S8 1 1 billion in 2006 to an average of S753 billion at 
an annual rale, or around 5 V: percent of nominal GDP, 
in Ihe finrt three quarters of 2«M)7 (the latest available 
data). However, its largest component. Ihe trade defi- 
cit. w idened in the fourth quarter because of a sleep 
increase in the price of imported oil. 

The price of crude oil soared on w orld markets 
in 2007 The spot price of West Texas into mediate 
increased from around $60 per barrel at Ihe end of 2006 
to about SI 00 at present. The strong demand for oil 


Change in real imports and exports of goods and services. 
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U.S. trade und current account ha I iu ices. I99V-20Q7 
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was powered by the continued extension of the world 
economy through 2007. especially in the developing 
countries. In addition, a number of actual and potential 
disruptions to supply have contributed to the surge in 
oil prices. OPF.C members announced cuts to oil pro- 
duction in late 2006. Despite recent agreements that 
have reversed some of these cuts, OPF.C production 
remains restrained. Tire growth of production has also 
been hampered hy some governments’ moves to take 
control of oil resources or raise their share of revenues. 
Geopolitical tensions in the Middle East and instability 
in Nigeria have contributed to concerns about oil supply 
as well. The price of the far-dated NYMEX oil futures 
contract (currently for delivery in 2016) now has risen 


Prices 0 l oil and of non fuel commodities, 200 .MW 
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to nearly S95 per barrel and likely reflects a belief hy 
oil market participants that the balance of supply and 
demand will remain tight for some time to come. 

Broad indexes of non-oil commodities prices remain 
elevated. Although they fell hack slightly over the 
second half of last year, prices have again risen since 
the start of 2008. Prices of a number of metals, which 
surged in the spring on strong global demand, retreated 
somew hat during the latter half of 2007 as production 
increased and as users substituted into other materials. 
However, more recently the prices of copper and alumi- 
num have moved hack up. Prices for food commodities 
continue to rise steeply. Poor harvests in Australia as 
well us m parts of Europe and Asia led to higher wheal 
prices. The price of soybeans also has risen sharply 
because acreage has been shilled to com production, in 
pail to produce biofuel, in addition, the soybean harvest 
in China was down sharply from last year. 

Import price inflation increased in 2007. with the 
depreciation of the dollar providing an important impe- 
tus; higher oil and food prices also contributed. Prices 
of imported goods rose about K 1 1 percent in 2007. but 
excluding food, oil, and natural gas. such prices rose 
2V'« percent; both rates were somewhat higher than in 
the previous year. 


The Financial Account 

Although the current account deficit appears to have 
narrowed during 2007, it remains sizable and continues 
to require a signilicanl inflow of linancing from abroad. 
As in the past, the deficit was largely financed by for- 
eign net acquisitions of U.S. securities 

t he global Hnancial turmoil that began in the sum- 
mer left an imprint on the components ofthe U.S. 
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Nci private foreign purchases of long-term U.S. securities. 
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financial account. After acquiring record amounts of 
U.S. securities in the first half of 2007. foreign private 
investors sold a sizable net amount of non-Treasury 
U.S. securities in the third quarter— the first quarterly 
net sale of such securities in more than fifteen years. 

In contrast, foreign private demand for U.S. Treasury 
securities picked up sharply in the third quarter as 
global investors shifted into less-risky positions. On 
balance, flows out of non-Treasuries and into U.S. Trea- 
suries nearly offset one another, and total foreign pri- 
vate acquisitions of U.S. securities recorded an unusu- 
ally small net inflow for the third quarter. Preliminary 
data for the fourth quarter indicate renewed foreign 
acquisitions of U.S. corporate securities, although at a 
notably weaker pace than in the first half of the year. 
Foreign private demand for U.S. Treasury securities has 
remained strong. 

As issuers of asset-backed commercial paper around 
the globe began to encounter difficulties over the sum- 
mer. nonbank entities that had issued commercial paper 
in the United States and lent the proceeds to foreign 
parents sharply curtailed those activities. As a result, 
those entities reduced their claims on foreign par- 
ents. and net financial inflows from nonbank entities 
thus were sizable in the third quarter. Foreign inflows 
through direct investment into the United States surged 
in the third quarter, as foreign parents injected addi- 
tional equity capital into their U.S. affiliates. 

Foreign official inflows slowed in the third quarter, 
as Asian central banks acquired debt securities issued 
by government-sponsored enterprises (GSEs) but on net 
sold U.S. Treasury securities. Official inflows appear 
to have strengthened again in the fourth quarter, w ith a 
return to moderate purchases of U.S. Treasury securi- 
ties, continued strong purchases of GSE-issued debt 
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securities, and a notable pickup in acquisitions of both 
corporate equities and corporate debt securities. 

Net purchases of foreign securities by U.S. residents, 
which represent a financial outflow', were maintained at 
a brisk pace for 2007 as a whole. Outflows associated 
with U.S. direct investment abroad remained strong. 


T he Labor Market 
Employment ami Unemployment 

The demand for labor decelerated early last year and 
has slowed further of late. The average monthly gain 
in private nonfarm payroll employment, which slid 
from about 160,000 in 2006 to 80,000 over the first ten 
months of 2007. was only 50,000 in November and 
December, and private employment was nearly flat in 
January 2008. The civilian unemployment rate, w'hich 
had hovered around 4'/i percent in the early part of 
2007, drifted up about % percentage point from May to 
November: it rose another '/« percentage point, on net, 
over the following two months and stood at 4.9 percent 
in January. 

Employment in residential construction has been 
falling for about two years and now r stands 375,000 
below the high reached in early 2006. Jobs in related 
financial industries have also decreased lately. Payrolls 
in the manufacturing sector, which have been on a 
downtrend for more than a quarter-century, have con- 
tinued to shrink. Meanwhile, some service-producing 
industries have maintained solid gains. In particular, 
hiring by health and education institutions and by food 
serv ices and drinking establishments has remained 
strong, and job gains at businesses providing profes- 


Net change in private payroll employment. 2001-08 
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Civiliun unemployment rule. 1974-2008 
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siunal and technical services have been sizable as well. 

The increase m joblessness since the spring of 2007 
has been widespread across major demographic groups. 
In January 200X, unemployment rates tor men and 
women aged 25 years and older were both about Vi per- 
centage point above the levels of Iasi spring, and as 
typically occurs — rates for teenagers and young adults 
showed larger increases. Among the major racial and 
ethnic groups, unemployment rotes for blacks and His- 
panic* rose somewhat more than did unemployment 
rules for whites, a differential also typical of periods 
when labor market conditions soften. An increase in 
the number of unemployed who had lost their last jobs 
(as opposed to those w ho had voluntarily left their jobs 
or were new entrants to the labor force) accounted for 
about half of the rise in the overall jobless rate between 
the spring of 2007 and January 200K. The labor force 
participation rate stood slightly above 66 percent in Jan- 

l.uhor force panicipuiion rate. I974-200K 
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uary; it has changed little, on net, over the past couple 
of years after falling appreciably over the first half of 
the decade. 

Most other recent indicators also point to some 
softening of labor market conditions. Initial claims for 
unemployment insurance, which had remained rela- 
tively low through the fall, moved up somewhat In the 
closing months of 2007; though erratic from week to 
week, they appear to have risen further in early 2008. 
Meanwhile, private surveys suggest that firms have cut 
back on plans for luring in the near term. Households 
have also become less upbeat about the prospects for 
the labor market in the year ahead 


Productivity and Labor Compensation 

Output per hour in the nontann business sector rose 
2 Vi percent in 2007 after averaging just I 'h percent per 
year ovet the preceding three years Although estimates 
of the underlying pace of productivity growth arc quite 
uncertain, the pickup in measured productivity growth 
in 2007 suggests that the fundamental forces support- 
ing a solid underlying trend remain in place. Those 
forces include the rapid pace of technological change as 
well as the ongoing efforts by firms to use information 
technology to improve the efficiency of their opera- 
tions. Increases in the amount of capital per worker 
also appear to be providing an impetus to productivity 
growth. 

Hourly compensation rose at a relatively moder- 
ate rale in 2007 despite a pickup in overall consumer 
price inflation, a continual advance m labor produc- 
tivity. and generally tight labor markets. Thcemploy- 


Change in output per hour, I94K 2007 
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Measures of change in hourly compensation. 
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mciil cost index {EC I) for private industry workers, 
which measures both w ages and the cost of benefits, 
increased .3 percent in nominal terms over the twelve 
months of 2007. about in line with its pace in 2005 and 
2006. Within the EC1, wages and salaries increased 
3'/i percent in 2007. the same as in 2006 but !•* per- 
centage point above die increases in 2004 and 2005. 
Meanwhile, increases in the cost of providing benefits 
have slowed markedly in recent years, in part because 
employer contributions for health insurance have decel- 
erated. The increase in benefits costs in 2007 which 
amounted to just 2' / ; percent, was also held down by 
a drop m employer contributions to dcfincd-bcncfitl 
retirement plans in the first quarter. The lower contribu- 
tions appear to have been facilitated by scvcial factors, 
including a high level of employer contributions over 
the preceding few years and the strong performance of 
the slock market in 2006. 

According to preliminary data, nominal compensa- 
tion per hour in the nonfarm business sector an alter- 
native measure of hourly compensation derived from 
the compensation data in the NIPA rose 3V« percent 
in 2007, somewhat luster than the ECI. In 2006, the 
nonfami business measure had risen 5 percent, with 
an apparent boost from a high level of bonuses and 
stock option exercises, which do not sccin to have been 
repeated in 2007* The moderation in this measure last 
year, along with the slcp-up in measured productivity 
growth, held the increase in unit labor costs in 20()7 to 
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1 percent. Unit labor costs rose about IVt percent per 
year, on average, from 2004 to 2006 after having been 
nearly flat over the preceding three years. 


Prices 

I leadline consumer price inflation slowed dramatically 
in the thud quarter of 2007, when energy prices hit a 
lull after their first-half. surge, but it moved back up in 
the fourth quarter as energy prices climbed again. Over 
the year as a whole, the overall PCE chain-type price 
index rose 3' .• percent. I •'.* percentage points more than 
in 2006. Core price inflation excludes the direct effects 
or increases in food and energy prices; these increases 
were sharp last year. I.ikc headline inflation, core PCI- 
inflation was uneven from quarter to quarter in 2007; 
over the Tour quarters of (he year, it averaged a bit more 
than 2 percent. In 2006. the core index rose 2% percent. 
Although data for PCE prices in January 2008 are not 
yet available, information from the consumer price 
index (CPI) and other sources suggests lliut both total 
and core inflation remained on the high side early this 
year after having finned in the fourth quarter of 2007. 

The PCI price index for energy rose nearly 20 per- 
cent over the four quarters of 2007 after having fallen 
modestly in 2006. The retail price of gasoline was up 
about 30 percent over the year as a whole, driven higher 
by the upsurge in the cost of crude oil. In 2008, gasoline 
prices through mid-Ecbniary were around the high lev- 
els seen laic last year. Prices of natural gas rose sharply 


•> Income received (rout the exercise of stock option* is included 
in the men sure cl'hourly eonipens.ii ion in the nonfami business sector 


bid not in the 8CI Income received from moat types of bonuses is 
included in both measures of compendium 
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in early 2007, but they receded over the second half of 
the year as inventories reached their highest levels since 
the early I ‘>90$. So far in 2008. natuml gas prices have 
risen notably as inventories have fallen back into line 
with seasonal norms. Consumer prices for electricity 
rose sharply last fall, likely hccause of last year’s higher 
prices of fossil fuel inputs to electricity generation 
Last year’s increase in the PCF price index for food 
and beverages, at 4‘ percent, was the largest In nearly 
two decades. Food prices accelerated in response to 
strong world demand and high demand for com for the 
production of ethanol. Taken together, prices, lor meats, 
poultry, fish, and eggs rose 5V. percent, and prices of 
dairy products were up at double-digit rates. Prices 
for purchased meals and beverages, which typically 
aa* influenced more by labor and other business cosix 
than by farm prices, also recorded a sizable increase 
Iasi year. In commodity markets, grain prices soared to 
near-record levels in late 2007 as strong global demand 
outstripped available supply, and they have moved 
somewhat higher since the turn of the year. Mean- 
while. spot paces of livestock have declined of late: 
the decrease should provide some offset to the upw ard 
pressure from grain prices and thus help limit increases 
in consumer food prices in coming months 

The pattern of core PCE inflation was uneven dur- 
ing 2(K)7. In flic first half of the year, core inflation was 
damped significantly by unusually soli prices for appar- 
el, prescription drugs, and nonmarket items (especially 
financial services provided by banks without explicit 
charge!; all of these developments proved transitory and 
were reversed later in the year with little net effect on 
core inflation over the year as a whole, Meanwhile, 
the rate of increase in live core CPI dropped from 
2V, percent in 2006 to 2V* percent in 2007; the main 
reason lor the shaqKr deceleration in the core CPI than 
in the core PCI; price index is that housing costs, which 
rose less rapidly in 2007 than they had in 218)6. curry 
much greater weight in the core CPI. 

More fundamentally, the behavior of core inflation in 
2007 was shaped by many of the same forces that were 
at work in 2006, The December jump in unemployment 
notwithstanding, resource utilization in labor and prod- 
uct markets remained fairly high last year, and increases 
in prices for energy and other industrial commodities 
continued to add to the cost of producing a wide vari- 
ety ol goods and serv ices, Higher prices for non-oil 
imports also likely put some upward pressure on core 
inflation. Meanwhile, the news on inflation expectations 
has been mixed. Probably reflecting the higher rate of 
actual headline Inflation, the median expectation for 
year-ahead Inflation in the Reuters'University of Michi- 
gan Surv eys of Consumers moved up from 3 percent 
in early 2007 to between 3V* percent and 3Vs percent 
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Iasi spring; apart from a downward blip in the autumn, 
it remained there through January 2008 and spurted to 
3 Va percent in the preliminary estimate for February. In 
contrast, most indicators suggest that expectations for 
longer-run inflation have remained reasonably well con- 
tained The preliminary February result for median fivc- 
to Icn-ycar inflation expectations in the Reuters 'I diver- 
sity of Michigan survey, at 3.0 percent, was around the 
middle of the narrow range that has prevailed for the 
past few years. And according to flic Survey of Profes- 
sional Forecasters, conducted hy the Federal Reserve 
Hank of Philadelphia, expectations of CPI inflation 
over the next ten years have remained around Z'-i per- 
cent, a level that has been essentially unchanged since 
1998. Meanwhile, ten-year inflation compensation. tu» 
measured by the spreads of yields on nominal Treasury 
securities over those on their inflation-protected coun- 
terparts, has changed little, on bulance. since niid- 
2007 

Last year’s sharp rise in energy prices also left an 
imprint on the price index for CiDP, which rose a 
little more than 2H percent for the second year in j 
row/' Excluding food and energy prices, the increase 
m GDP prices slowed from 3 percent in 2006 to 
2% percent in 2007: significantly smaller increases 
in construction prices accounted for much of the 
deceleration 


Hi TIk effect of ciivigv price* on Cl DP price* v-«s nuidl •multcr 
Ibnii (Imii oh IX T pike* The rcawn is that much or the eurto pmv 
mcicisc uiinhuuNc io the higher price c»l iinponcd tut, which n 
occluded from GDP because il is not pan ol domestic p«ui!oclio»» 
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Financial Markets 

Domestic and international financial markets experi- 
enced substantial strains and volatility in 2007 Utat were 
sparked by the ongoing deterioration of the subpnmc 
mortgage sector and emerging worries about the near- 
term outlook for U.S. economic growth Substantial 
losses on structured products related to subpnim- 
mortgBges caused market participants to reassess the 
risks associated with a wide range of other structured 
financial instruments. The result was a drying up of 
markets for subpnmc and nontraditional mongage 
products as well as a significant impairment of the mar- 
kets for asset-backed commercial paper and leveraged 
syndicated loans Those dislocations generated unex- 
pected balance sheet pressures at some major financial 
institutions, and the prevsures in turn contributed to 
severe strains in short-term hunk funding markets. The 
f ederal Reserve responded to the financial turmoil and 
the risks to the broader economy along two tracks; It 
look n series of actions to support market liquidity and 
functioning (partly in coordination with foreign central 
banks ). and it cased monetary policy in pursuit of its 
macroeconomic objectives. As a result of the downward 
revision to the economic outlook and strained finan- 
cial conditions, yields on Treasury securities fell, risk 
spreads widened significantly, equity prices dropped, 
ami volatility in many financial markets increased. 


Market Functioning anti Financial Stability 

The ongoing erosion in the credit quality of subprime 
residential mortgages, particularly adjustable-rate 
mortgages, has exposed weaknesses in other financial 
markets and posed challenges to financial institutions. 
Over the first half of 2007. problems were mostly iso- 
lated within the subprime mortgage markets. However. 


around midyear, as credit quality in that sector contin- 
ued to worsen and losses mounted, investors began to 
retreat from structured credit products and from risky 
assets more generally. Strains began to emerge in the 
leveraged syndicated loan market in late June and then 
surfaced in the asset-backed commercial paper and 
term bank funding market* in August After a respite in 
late September and October, revelations of largcr-thun- 
expected losses at several financial firms and a weaker 
economic outlook contributed to year-end pressures in 
short-term funding markets that exacerbated financial 
straias and heightened market volatility. Financial mar- 
kets remained volatile through mid-February, in part 
owing to a further downgrading of the economic out- 
look and problems at some financial guarantors. 

Signs of investor nervousness about the mortgage 
situation first appeared in December 2006 and then 
intensified in late February 2007. at a lime when softer- 
than-cxpccted I S. economic data were adding to mar- 
ket uncertainty. Over this period, mortgage companies 
specializing in subprime products began to experi- 
ence considerable funding pressures, and many laded, 
because rising delinquencies on recently originated 
subpnmc mortgages required those firms to repurchase 
the had loans from sccuritr/cd pools. Financial markets 
calmed iti Apnl, however, and liquidity in major mar- 
kets remained ample. In June, rating agencies down- 
graded or put under review for possible downgrade the 
credit ratings of a large number of securities backed by 
subpnmc mongages. Shortly thereafter, a few hedge 
funds experienced serious difficulties as a result of 
subpi line-related investments. 

Pnces of indexes of credit default swaps on residen- 
tial mortgage-backed securities backed by subprime 
mortgages which had already w eakened over the first 
half of 2007 for the lower-rated tranches -dropped 
steeply in July for both lower-rated and higher-rated 
tranches. Subsequently, investor demand for securities 
backed by subpnmc and ult-A mortgage pools dwin- 
dled, and the securitization market for those products 
virtually shut down. Those developments amplified 
credit and funding pressures on mortgage companies 
specializing tn subprime mortgages; with no buyers for 
the mortgages they originated, more of those firms were 
forced to close or drastically reduce their operations, 
and subprime originations slowed to u crawl. Origina- 
tions of nlt-A mortgage* which had held up over the 
first half of the year— alto dropped sharply beginning in 
July. Interest rates on jumbo loans increased, but insti- 
tutions that had the capacity to hold such loans on their 
balance sheets continued to make them available to 
prime borrowers. In contrast, the market for conforming 
mortgages for prime borrowers was afTectcd relatively 
little. Indeed, the issuance of securities carrying guaran- 
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Prices of indexes of credit delimit swaps on 
subpnmc mortgages, 2007 OK 
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lees from Fannie Mae or Freddie Mac rose somewhat in 
Ihc second half of ihe year. 

The unprecedented decline in the value of highly- 
rated tranches of mortgage-related securities led inves- 
tors to doubt their own ability, and that of the rating 
agencies, to evaluate many other types of structured 
instruments, The loss of confidence was reflected in 
significantly higher spreads on the debt of col lateral i/ed 
loan obligations (CUQsh and the issuance of such debt 
weakened nottccably over the summer. Because CLOs 
had been the largest purchasers of leveraged syndicated 
loons, the drop m issuance contributed to the decline 
in leveraged lending. In the secondary market for such 


Gross issuance of securities hocked by all-A and 
sohprinic mortgage pools, 2002 -OK 
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loans, trading volumes were reportedly large, but bid 
asked spreads widened sharply and prices, which had 
been high in the firsl half of 2007, declined markedly. 
Implied spreads on an index of loan-only credit default 
Swaps ( LCDX ) spiked in July and remained elevated in 
August. Unable to distribute many leveraged syndicated 
loans that they had reportedly underwritten a problem 
apparently uflccting about S2S0 billion of such loans 
in the United States alone banks faced the prospect 
of bringing those loans onto their balance sheets as the 
underlying deals closed. 

At the end of July. European asset-backed com- 
mercial paper (ABCP) and short-term funding markets 
were roiled by warnings of heavy losses associated 
with commercial paper programs backed by U,S. sub- 
prime mortgages. On August a major European bank 
announced that It had frozen redemptions for three of 
its investment funds, citing its inability to value some of 
the mortgage-related securities held by the funds. After 
that announcement, liquidity problems and short-term 
funding pressures intensified in Europe and emerged in 
li.S. money markets. Partly in response to those devel- 
opments. Ihc Federal Reserve and other central banks 
took steps to foster smoother functioning of short-term 
credit markets (refer to the box entitled “The Federal 
Reserve’s Responses to Financial Strains"). 

Spreads on U.S. ABCP widened considerably in 
mid-August, and Ihc volume of ABCP outstanding 
began a precipitous decline us investors balked at roll- 
ing over paper for more than a few days. Outstanding 
European ABCP also declined substantially, and the 
market for Canadian ABCP not sponsored by banks 
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virtually collapsed . 1 1 Structured investment vehicles 
(SI Vs) tuid single-seller ABCP conduits that were heav- 
ily exposed to securities backed by subprime mortgages 
experienced the greatest difficulties. Unlike traditional 
ABCI’ programs. SIVs had very little explicit liquid- 
ity support from their sponsors. As a result, investors 
became particularly concerned about the ability of 
SIVs even those with little or no exposure to residen- 
tial mortgages- to make timely payments, and demand 
for ABCP issued by SIVs fell sharply. Over the next 
few weeks, some IJ.S. issuers invoked their right to 
extend the maturity of their paper. Others temporarily 
drew on their hank-provided backup credit lines, and a 
few issuers defaulted. The general uncertainty and lack 
of liquidity also led to some decrease in demand for 
lower-tier unsecured nontlnancial commercial paper 
especially at longer maturities and spreads in that 
segment of the market widened markedly in August as 
well. Issuers of high-grade unsecured commercial paper 
were largely unafVected by the turmoil and experienced 
little disruption . 

At the same time, term interbank funding markets 
in the United Stales and Europe came under pressure. 
Banks recognized that the difficulties in the markets 
for mortgages, syndicated loans, and commercial paper 
could lead to substantially larger-than-anticipatcd calls 


II In December, u gioup nT investor R-pii-Mriuamc-. a « iced in 
iiriiictpfe to restructure Canadian nunhani> ABCP into lunger-term 
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on ihcir funding capacity. Moreover, creditors found 
they could not reliably determine the size of their coun- 
terparties' potential exposures to those markets, and 
concents aboui valuation practices added to the overall 
uncertainty As a result, banks became much less will- 
ing to provide funding to others, including other banks, 
especially for terms of more than a few days. Spreads 
of tenn federal funds rates and term Libor over rates 
on comparable-maturity overnight index swaps wid- 
ened appreciably, and the liquidity in these markets 
diminished (for the delinitlon of overnight index swaps, 
refer to the accompanying figure). European banks 
also sought to secure term funding in their domestic 
currencies, and similar spreads were seen in term euro 
and sterling Libor markets. Liquidity in the foreign 
exchange swap market was poor over this period, and 
European firms found it more difficult and costly to use 
the foreign exchange swap market to swap term funds 
denominated in euros nr other currencies for funds 
denominated in dollars. Term funding markets in the 
Japanese yen and Australian dollar also came under 
pressure as foreign institutions attempted to borrow 
in those currencies and swap the funds into dollars or 
euros. 

Against that backdrop, investors fled to the relative 
safety of Treasury securities, particularly Treasury hills 
during mid-August. For example, inflows into money 
market mutual funds investing only in Treasury and 
agency securities jumped in August. Surges of safe- 
haven demand caused Treasury bill rates to plunge at 
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The Federal Reserve's Responses to Financial Strains 


In response to the serious financial strains that 
emerged lost August, the Federal Reserve has 
undertaken a number of measures to foster the 
normal functioning of financial markets and 
thereby promote ns dual objectives of maximum 
employment and price stability 

In mid-August, the Fedoral Reserve as well 
os several foreign central banks, look actions 
designed to provide liquidity and help stabilize 
markets On August 9, the European Central 
Bank (ECB) conducted an unscheduled ten- 
der operation In response to shoiply elevated 
demands foi liquidity by European banks, an 
action It repeated several moro timds in sub- 
sequent weeks On August 10. similar stresses 
emerged In U S. money markets, ana the Fed- 
eral Resorve added substantial teserves to meet 
heightened demand for funds from banks 
Shod term markets remained under consider 
able pressure over subsequent days despite the 
provision of ample liquidity lit overnight funding 
markets by the Federal Reserve, the ECB, and the 
central banks of other major industrialized coun- 
tries On August 1 7, the Fedoral Reserve Board 
announced a narrowing or die spread between 
the federal funds rote and the discount rate from 
100 basis points to 50 basis points and changed 
discount window lending practices to allow the 
provision of term financing for as long as thirty 
days, renewable by the txxiower To ease pres- 
sures in (he Treasury market, the Fedeial Reserve 
Bank or New York announced on August 21 
some temporary changes to the terms and con- 
ditions of the System Open Market Account 
(SOMA) securities lending program 

The Federal Reserve s efforts achieved some 
of the desired results The provision of increased 
liquidity generally succeeded in keeping the 
federal funds rate fiom rising above us intended 


level, (Indeed, despite heightened demand for 
liquidity the effective fedeial funds rate was 
somewhat below the target for a time In Aogosi 
and early September, as efforts to keep the rate 
near the target were hampered by technical fac- 
tors and financial market volatility ) After the 
September meeting of the Federal Open Market 
Committee, conditions in overnight funding 
markets Improved further The volume of loans 
to depository Institutions made through the 
discount window increased ai times because 
of term loans to a relatively small number of 
institutions, but it remained generally model* 
ale Institutions may have been reluctant to use 
the discount window, perhaps fearing thot then 
borrowing would become known and would be 
seen by creditors and counterparties as a sign of 
financial weakness— the so-called stigma prob- 
lem Nonetheless, collateral placed by banks 
at the discount window in anticipation ol pos- 
sible borrowing rose sharply during August and 
September, which suggested that some banks 
viewed the discount window as a potentially 
valuable option 

Pressures in financial markets ebbed for a 
time in the fall but rose again later in the year 
On November 26. the federal Reserve Bank of 
New York announced some additional modest, 
temporary changes to the SOMA securities lend- 
ing program that were designed to further relox 
the limitations on borrowing particular Treasury 
securities and la improve the functioning of 
the Treasury market. In addition, the New York 
Reserve Bank stated that the Open Market Trad- 
ing Desk planned to conduct a series of term 
repurchase agreements that would extend over 
year-end and that it would provide sufficient 
reserves to resist upward pressures on thn federal 
funds rate around year-end. Then on December 
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12, the Federal Reserve and several foreign 
central hanks announced a coordinated effort 
to facilitate a return to moie-normal pricing and 
functioning in term funding mantels. As pari of 
that effort the Federal Reserve announced the 
creation or o temporary Term Auction Facility 
(TAF) to provide secured term funding to eligible 
depository institutions through an auction 
machnnism beginning in mid -December The 
Federal Reserve also established swap lines 
with die F.CB and the Swiss National Bank 
(SNB) which provided dollar funds that those 
central banks could lend in their Jurisdictions 
At the same time, the Bank of England and the 
Bank of Canoda announced plans to conduct 
similar term funding operations In their own 
currencies 

The Federal Reserve has conducted six FAF 
auctions thus far, two of S20 billion in Decem- 
ber. two of $30 billion in January, and two of 
$30 billion m February. The auctions attracted a 
large number ol bidders The ratio of the dollar 
value of bids to the amount offered (the bid-to- 
cover ratio) at the iwo auctions In December 
was about 3. The auctions in January and Febru- 
ary were somewhat less oversubscribed, with 
bid-io-cover ratios of roughly 2 on January 1 4 
February 11. and February 25 and or 154 on Ian 
uury 28- The lower bid-to-cover rob os m those 
auctions may have reflected improved liquidity 
in term funding maikets. the larger auction size, 
and. for the January 28 auction, some uncertain- 
ty about the monetary policy acilon that would 
be taken at the January 29-30 FQMC meeting 

f he spread of the Interest rate for the auc 
boned funds over the minimum bid rate (the 
overnight- index-swap rate corresponding to 
the maturity of the credit being auctioned! was 
abuut 50 basis points in Decumber but was 


lower in the January and February auctions 
The lower spread apparently reflected some 
improvement in banks' access to term funding 
aAw lt»e turn of the year Although isolating 
the impact of the TAF on financial markets is 
not easy, a decline in spreads in term funding 
markets since early December provides some 
evidence that the TAF may have had beneficial 
effects on financial markets. The initial experi- 
ence with the 1Af suggests that It may well be 
a useful complement to the discount window in 
some circumstances, and the Federal Reserve 
Board will consider making it a permanent addi- 
llon to the Federal Reserve's available mslru 
ments lor providing liquidity to the banking 
system 

The swap arrangernonts with foreign central 
banks allowed for up to S2G billion <n currency 
swaps with the FCB and up to S4 billion with 
the SNB Drawing upon these linos, the FCB 
auctioned $10 billion in dollar funds on Decom- 
bei 1 7 and another S10 billion on Deeemlxtr 
20 in coordination with the Federal Reserve s 
TAF auctions. The SNB auctioned S4 billion in 
funds on December 17 The bid-ia-covor ratios 
at the ECB and SNB auctions in December 
ranged between 1 14 and 4 Ye the actions were 
considered successful In helping to give foreign 
financial imuniticwv, access to additional dollar 
funding The December loans were renewed by 
the ECB and SNB at auctions in January, with 
b*d-to-cover ratios ranging from 1 54 to 2^ The 
ECB and SNB have not conducted auctions in 
February. ECB officials have indicated that com 
sideration would be given to reactivating dollar 
auctions ir conditions appear to warrant such 
actions. 
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times, and the considerable volatility in that market was 
likely exacerbated in September by a seasonal reduction 
in bill supply. Bid-asked spreads in the Treasury bill 
market widened substantially in this period 

Financial conditions appeared to improve somewhat 
in late September and October after the largcr-tban- 
expeeted reduction of 50 basis points in the federal 
funds rale at the September FOMC meeting and a few 
encouraging reports on economic activity. Spreads in 
many short-term funding markets partially reversed 
their August run-ups. Bid-asked spreads in the inter- 
dealer market for Treasury bills were a bit less elevated 
than they hud been in August But the Treasury hill 
market remained thin, and y ields were volatile at tunes 
In the syndicated loan market, implied L CDX spreads 
partly reversed their summer surge, and some mulftbii- 
lion-dollar deals were successfully placed m the market. 
However, underwriting banks were forced to take siz- 
able discounts from par value to induce investors to 
purchase the loans, and they retained significantly 
iurger-thnii-intendcd portions of deals on their own bal- 
ance sheets. The improvements m market functioning 
proved to be short lived, in part because of a further 
worsening in the outlook for the housing sector and 
associated concerns about possible effects on liminml 
institutions and the economy. 

The strums in financial markets intensified during 
November and December. The syndicated loan mar- 
ket again ground to a halt, and spreads on the I CDX 
indexes moved up. The heightened uncertainties and 
ongoing financial lunnoil, along with the desire of 
financial institutions to show safe and liquid assets on 
theit year-etui statements, generated significant year- 
end pressures in short-term funding markets lor the 
first lime in several years. Spreads on one-month l ibor 
and term federal funds shot up in late Nov ember when 
their maturities crossed year-end. Similarly, spreads 
on ABCPand lower-tier unsecured commercial paper 
widened further over die period Strong demand for 
safe assets over year-end drove yields on short-dated 
Treasury bills maturing in early 2IHJ8 to low levels, and 
liquidity in that market was impaired at tunes. 

In mid-December, the Federal Reserve announced 
coordinated action with a number of other central banks 
to help facilitate a return to more-normal pricing and 
functioning In term funding markets. The efforts of die 
central hunks, combined with the passage of year-end, 
appeared to help steady short-term financial markets 
m early 2008. So far this ycur, commercial papeT 
spreads— both for ABCTand for lower-tier unsecured 
paper and term bank funding spreads have dropped, 
although they remain above the levels that prevailed 
before Iasi August. In contrast, liquidity in the Treasury 
hill market has been inconsistent The subprime and 


alt-A mortgage markets remain essentially shuttered. 
Conditions in the market for leveraged syndiealed loans 
have worsened, and the forward calendar of committed 
deals remains substantial. Risk spreads on corporate 
bonds widened significantly in January, and equity 
prices dropped. Most recently, demand has evaporated 
tor auction-rate securities — long-term debt (much of 
which is municipal bonds | with floating interest rates 
(hat arc reset at frequent, regular auctions and (hereby 
imposed higher rales on issuers and reduced liquidity 
for current holders. 

In January and February, problems at several finan- 
cial guarantors intensified os ruling agencies and inves- 
tors became more concerned that guarantors' exposures 
to collateralized debt obligations that hold asset-backed 
securities (especially those backed hy subprime resi- 
dential mortgages) had imperiled ihe guarantors* AAA 
ratings. Indeed, the ruling agencies downgraded a few 
financial guarantors and put some firms on watch for 
possible downgrades: financial guarantors’ equity prices 
declined, and credit default swap spreads increased. A 
number of guarantors arc undertaking efforts to bolster 
thetr financial strength. 

Financial guarantors have played an important role 
in the markets for municipal bonds and for some struc- 
tured finance products hy providing insurance against 
default, f hose markets have already felt some effects 
from the stress ill the financial guarantors and could be 
more substantially affected by any future downgrades. 
The direct exposures of U,S hanks to losses from 
downgrades of guarantors' ratings- through banks* 
holdings of municipal bonds and credit protection on 
structured products appear to be moderate relative to 
the banks' capital. But some large banks and broker 
dealers could experience significant funding pressures 
from structured products lied lo municipal bonds that 
might return to their balance sheets if guarantors are 
downgraded below specified thresholds or iflnvcs- 
tors choose to unw ind their investments in advance of 
potential downgrades. 

Although U S. financial markets and institutions 
have encountered considerable difficulties over the past 
several months, the financial system entered that period 
with some distinct strengths In particular, most large 
financial Institutions had strong capital positions, and 
the financial infrastructure was robust, Although some 
large financial institutions have experienced sizable 
losses, the sector generally remains healthy. A number 
of the firms that have reported sizable writedowns of 
assets have been able to raise additional capital. Market 
infrastructure for clearing and settlement performed 
well over the year, even when volatility spiked and trad- 
ing volumes were very large. 

Moreover, not all markets experienced significant 
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impairment. For instance, the investment-grade corpo- 
rate bond markcl reportedly functioned well over most 
of the period, and the unsecured high-grade commercial 
paper markcl appeared little affected by the difficul- 
ties encountered in other short-term funding markets. 
The securitization of consumer loans and conforming 
residential mortgages was robust. Despite a few notable 
failures, hedge funds overall seemed to hold up fairly 
well, and counterparties of failing hedge funds did not 
sustain material losses. 


Policy Expectations and Interest Rates 

The current target for the federal funds rate. 3 percent, 
is substantially below the level that investors expected 
at the end of June 2007 Judging f rom futures quotes 
at that time, market participants expected the FOM( 
to shave at most 25 basis points from the federal funds 
rate by February 2008 rather than the 225 basis points 
that has been realized. Investors currently expect 
about I (Kt basis points of additional easing by the 
end of 2008 Uncertainty about the path of policy had 
been very low during die first half of the year, but it 
increased appreciably over the summer and generally 
has remained around its long-run historical average 
since then, 

Although nominal Treasury yields rose somewhat 
over the first half oflaxt year, rates subsequently fell 
sharply as the outlook for the economy dimmed and as 
market participants revised their expectations for mon- 
etary policy accordingly. Treasury bill yields declined 
to particularly low levels at times because of increased 
demand for safe and liquid assets. On net. two-year 
yields fell roughly 180 basis points in the second half 
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of the year, and ten-year yields slice! about I IK) basis 
points. Treasury yields fell significantly more in early 
200 X. especially for shorter-term securities, as policy 
expectations shifted dow n in resjwnse to signs of fur- 
ther weakness in the economic outlook. As of February 
2 1 , the two-year yield was about 2 percent, and the ten- 
year yield was about 3 Vi percent. 

Melds on inflation-indexed Treasury securities also 
declined considerably in the second half of 2007 and 
into 2008. The difference between the five-year nomi- 
nal Treasury yield and the five-year inflation-indexed 
Treasury yield five-year inflation compensation 

Spreads of corporate bund yields over comparable 
off-fhe-run Treasury yields, hy sec urines rating. 1998-2(8)8 


Interest rates on selected Treasury securities. 2003-08 
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edged down over that period. Meanwhile, the ten-year 
inflation compensation measure changed little. As noted 
earlier, survey-based measures of short-term inflation 
expectations rose somewhat in 2007 and early 2008. 
presumably because of the increase in headline infla- 
tion. -Survey measures of longer-term inflation expecta- 
tions changed only slightly 

Yields on corporate bonds firmed a bit over the tirst 
half of 2007. and spreads of those y ields over yields on 
comparable-maturity Treasury securities changed little, 
on net. Since June, yields on AA-ratcd corporate bonds 
have decreased somewhat, on net. while those on BBB- 
ralcd bonds increased slightly; spreads on AA-ratcd and 
BBB-ralcd bonds have risen about 90 and 130 basis 
points respectively. Moreover, yields on speculative- 
grade securities have increased substantially over the 
same period, and their spreads have shot up almost 
300 basis points. 


Equity Markets 

Broad equity indexes logged increases of around 
10 percent over the lirst half of 2007 hut then lost 
ground over the second half; they ended tlic year with 
gains of 3 percent to 6 percent. The increase reflected 
continued strong profitability in many nonfinuncial sec- 
tors. particularly energy, basic materials, and technol- 
ogy By contrast, stock indexes for the financial sector 
fell about 20 percent in 2007 as investors reacted to the 
fallout from the problems in the subprime mortgage 
sector. So far in 2008. growing concerns about the eco- 
nomic outlook, along with announcements of additional 
substantial losses at some large financial firms, have 
precipitated a widespread drop in equity prices that has 


Stock price indexes. 2005-tJS 
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pushed broad indexes down about 8 percent. 

The continued uncertainty surrounding the ultimate 
size and distribution of losses from subprime-rclatcd 
and other investment products, as well as the potential 
cfTects of the financial turmoil on the broader economy, 
contributed to higher volatility in equity markets and 
a wider equity premium. The implied volatility of the 
SAP 500. ns calculated from options prices, ro.se signifi- 
cantly in the second half of 2007 and remains elevated. 
The ratio of twelve-month-forward expected earnings 
to equity prices for SAP 500 firms increased over the 
second half of 2007 and into 2008, while the long-term 
real Treasury yield decreased. The difference between 
these two values —a measure of the premium that 
investors require for holding equity shares has 
readied the high end of its range over the past twenty 
ycara. 

Flows into equity mutual funds were heavy early 
in 2007 but slowed substantially after the first quarter. 
Indeed, equity funds that focused on domestic holdings 
experienced consistent net outflows beginning in the 
spring, By contrast, inflows into foreign equity funds 
held up through the end of 2007 despite die weakness 
in many foreign stock markets in the fourth quarter. 

Both domestic and foreign equity funds experienced 
large outflows in January as equity prices tumbled 
worldwide, hut flows appear to have stabilized m 
February. 


Debt and Financial intermediation 

The total debt of Uie domestic nonlinancial sectors 
appears to have expanded about 8 percent in 2007, a 
slightly slower rate of growth than in 2000. flic slow- 
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ing reflected a deceleration of household debt that was 
only partially offset by a considerable step-up in bor- 
row ing by businesses and governments. 

I ommcrcinl bank credit rose I0' « percent Inst year, 
a pickup from the 9% percent gain in 2006. 17 The 
acceleration of bank credit, as well as the differences 
in growth rates across bank asset classes, reflect in part 
the effects of the financial market distress. As already 
noted, commercial and industrial loans surged in 2007 
because of extremely rapid growth m the second half 
of tlte year that in pan resulted from the inability of 
banks to syndicate leveraged loans. At various times 
over the second half of the year, banks* balance sheets 
were boosted by extensions of credit to nonbank finan- 
cial institutions, a category that includes loans to AIK I’ 
programs that were no longer able to issue commercial 
paper. I hrough the thin! quarter of 2007. the growth 
of residential mortgages (excluding revolving home 
equity loans) w as fairly robust, but the value of such 
loans on banks' books contracted in the fourth quarter. 
The reversal likely stemmed from a stepped-up pace of 
securitization of conforming mortgages and a blowing 
of new originations in response to die weaker demand 
and the tightening of lending standards reported m the 
Senior Loan Officer Opinion Surveys covering the 
second half of 2007. The growth of revolving home 
equity loans picked up in 2007, particularly late m the 
year; because rates on such loans are generally lied to 
short-term market rates, which declined over the second 
half of 2007, that form of financing may have become 
relatively more attractive. Bank consumer loans grew 

I J The dulfl Inr commercial hunk Manor wheels are lulniwed 
for some Units of assets end liabilities between commercial bantu, 
and nontunks. including lhase resulting from mergers. aojiusiiMirw 
changes in choner. and asset puiclu.se> and sales 



somewhat faster in 2007 than in 2006. which is con- 
sistent with some substitution of nonmortgage credit 
lor mortgage credit. To fund the rapid expansion of 
their bulancc sheets, commercial banks mainly turned 
to a variety of managed liabilities. Including large lime 
deposits and advances from federal Home Loan Banks. 
Branches and agencies of foreign banks also tapped 
their parent institutions for funds The grow th of bank 
credit slowed m January 2008. as declines in holdings 
of securities and residential mortgages partly offset con- 
tinued growth in most other loan categories. 

Bank profits declined significantly in 2007 as fallout 
from the subprime mortgage crisis and related finan- 
cial disruptions caused trading income to plunge and 
loss provisions to more lhan double from the previ- 
ous year. Over the second half of 2007. the return on 
assets and the return on equity both dropped to levels 
not seen since the early 1990s. Weak profits or outright 
losses, along with significant balance sheet growth, 
also pui pressure on capital ratios at some of the largest 
commercial hanks. In response, a number of hanking 
organizations raised significant amounts of new capital 
in the second half of 2007 and early 2008. Loan delin- 
quency rates rose noticeably tor many loan categories, 
but especially for residential mortgages, construc- 
tion ami land development loans financing residential 
projects, and other construction anil laud development 
loans. 

( >thcr types of financial institutions also faced sub- 
stantial challenges in 2007 As a result of exposures to 
subprime loans, some thrift institutions had significant 
losses. Several of the major investment banks itnd their 
affiliates booked losses on mortgage-related products 
and other exposures that were large enough to lead 
some of them to raise additional equity capital. 

In the third quarter. Fannie Mae and Freddie Mac 

Commercial hauk profitability. I9KK-2007 
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each experienced sizable losses on their mortgage 
portfolios and on credit guarantees In response, both 
firms raised additional equity. The firms also tightened 
underwriting standards slightly and increased the fees 
that they charge to purchase some types of loans. All 
else equal, these changes would be expected to increase 
borrower costs for conforming loans. 


The M2 Monetary Aggregate 

M2 grew at a solid rale, on balance, in 2007 and the 
early part of 2008. Growth wits supported by declines in 
the opportunity cost of holding money relative to other 
financial assets. The considerable growth of money 
market mutual funds also boosted M2 as investors 
sought the relative safety of these liquid assets amid 
the volatility in various financial markets. The currency 
component of M2 decelerated further in 2007 from Us 
already tepid pace in 200fi; it actually contracted from 
November through January 2008. probably because of 
reduced demand from foreign sources. 


International Developments 
International Financial Markets 

Global financial markets were calm over the first half 
of 2007 except for a brief period in lute February when 
equity markets were roiled in part by worries about U.S. 
subprime mortgage lenders. After midyear, as the global 
financial turmoil began in earnest nnd the possibility of 
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slowing grow tit weighed on investor sentiment, mar- 
ket volatility rose substantially, and oti net most major 
foreign Stock markets fell. Despite the rocky end to the 
year, most major equity indexes tti the advanced foreign 
economies, with the exception of Japan, finished higher 
on net in local-currency terms compared with the begin- 
ning of 2007. However, indexes of the stock prices of 
financial firms m those countries declined 10 percent 
to 30 percent The financial turbulence had less effect 
ott equity prices in emerging markets, and most major 
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Yields on benchmark government bunds in selected 
advanced foreign economies. 2004-08 
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emerging-market stock indexes outperformed their 
counterparts in the advanced economies. So far in 2008, 
stock markets in both advanced and emerging-market 
economies are down further as concerns about global 
growth have increased. 

Long-term bond yields in the advanced foreign econ- 
omies rose over the first half of 2007 but then reversed 
course as investors reacted to signs m many countries 
of deteriorating Imaneial conditions, a softening eco- 
nomic outlook, and expectations fora lower future 
path of monetary policy rates. All told, the net changes 
were not large; long-term rales m Canada, the Limed 


U,S. dollar nominal exchange rate, broad index. 2004-08 
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Kingdom, and Japan ended the year 20 to 30 basis 
points lower, on net. while they were about 10 basis 
points higher in the euro area than at the start of the 
year, Yields on inflation-protected long-term securities 
followed a similar pattern: inflation compensation < the 
difference between yields on nominal securities and 
those on inflation-protected securities) fell modestly 
in Canada and rose slightly in the euro area. Since the 
beginning or 2008, yields on nominal securities in most 
economics have declined; yields on indexed securities 
have fallen in the euro area but have risen in Canada, 
the United Kingdom, and Japan. 

The Federal Reserve’s broadest measure of the nom- 
inal trade-weighted foreign exchange value of the dollar 
has declined about 8 percent on net since the beginning 
of 2007. Over the same period, the major currencies 
index of the dollar has moved dow n a bit more than 
10 percent. The dollar has depreciated about 9 Vj percent 
against the yen and slightly more than 10 percent 
versus the euro. The dollar has depreciated roughly 
13' ; percent against the Canadian dollar and in Novem- 
ber briefly touched its lowest level in decades against 
that currency. The dollar lias declined 8!4 percent 
against the Chinese renminbi since the beginning or 
2007. and the pace of depreciation accelerated late lust 
year. 


Advanced Foreign Economies 

Hconomic activity in ihe major advanced foreign econo- 
mies posted relatively strong growth over the first three 
quarters of 2007, and labor markets tightened. Howev- 
er, evidence of a slowdown has accumulated since the 
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summer. Financial market strains appear to be weighing 
on growth in the major economies. Surveys of hanks 
have revealed a tightening of credit standards for both 
households and businesses. Both consumer and busi- 
ness confidence have slid since August, and readings 
from surveys of economic activity have declined. Retail 
sales have slowed, and housing markets in a number of 
countries that until recently bad been robust including 
Ireland, Spam, and the United Kingdom- have soft- 
ened. According to initial releases, real GDP growth 
lor the fourth quarter slowed in a number of countries. 
Although growth In Japan rebounded in the fourth 
quarter pushed up by strong exports and capital 
spending household spending has been relatively 
weak, and the construction sector lias been depressed 
by changes to regulations that have resulted m Ironic- 
necks in review ing building plans. 

Headlinc rates of inflation have continued to rise in 
some economics, mainly because of increasing food 
and energy prices. The twelve-month change in con- 
sumer prices in lire euro area exceeded 3 percent in 
January, up from less titan 2 percent just a few mouths 
earlier; core inflation (which excludes the changes in 
the prices of energy and unprocessed food) has moved 
up as well. Canadian inflation climbed from less than 
I percent late in 2000 to about 2 Vi percent in the sec- 
ond half of 2007; howev er, core inflation has slowed in 
recent months, partly because of the continued strength 
of the Canadian dollar. Although inflation in Japan was 
close to zero for most of 2007, the rate picked up to 
roughly * « percent at the end of the year, again mainly a 
result of the rise in energy prices. 

Faced with a weaker outlook for growl It but some- 


Otlicial or targeted interest rates in selected 
advanced foreign economies, 20IM-O8 
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what higher inflation, major foreign central bunks 
cither have cut official policy rates or have remained 
on hold since late 2007 a change from curlier market 
expectations of further rate increases. The Bank of Can- 
ada and the Bank of England lowered their targets for 
their respective overnight rales. The European Central 
Bank and the Bank of Japan have kept their policy rates 
at 4 percent and 0.5 percent respectively. (Further dis- 
cussion of actions by foreign central banks is in the box 
entitled "The Federal Reserve’s Responses to Financial 
Strains.") 
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Emerging-Market Economies 

The growth of output in the emerging-market econo- 
mies also slowed in ihe second half of 2007 but was 
still strong. In China, government policy measures 
helped moderate the growth rate of real GDP in the sec- 
ond half. To damp loan growth, the government in 2tHl7 
repeatedly raised Ihe reserve requirement ratio and the 
benchmark rale at w hich banks can lend to their cus- 
tomers In addition, the government directed hanks to 
freeze their level of lending over the final two months 
of 2007 at the October level, Chinese authorities also 
allowed the renminbi’s rate of appreciation to step up 
in late 2007. and Ihe People's Bank of China noted in 
ils monelary policy report in November that it would be 
using the exchange rate as a tool to light inflation. 

Elsewhere in emerging Asia, growth appears to have 
stepped down to a more tempered pace in several coun- 
tries in the second half of the year, though generally 
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fmm very .strong levels in ihe first half. One factor sup- 
pressing growth In tlwsc e sport -dependent economies 
appears to be A softening of the rale of octiv ily in the 
rest of the world. 

In Mexico, output growth was moderate in 2007 
and followed roughly the Mime pattern .is in the L'micd 
States, The growth of economic activity exceeded 
5 percent during the third quarter but slowed to 3 per- 
cent in the fourth quarter In Brazil ami other l.atin 
American countries, growth was robust. 

Increases in the prices of food ami fuel contributed 
to a rise m consumer price inflation m many cmergmg- 
markcl economies. Prices of edible oils and grains w ere 
boosted by increased demand, higher energy prices, and 


unfavorable weather in several producing regions Meal 
and dairy prices have also Increased as consumption 
of these products in developing countries has grow n 
rapidly and as the price of animal feed mostly grain 
has risen Inflation rose during 2007 in many emerging 
Asian economies, including China, where the inflation 
rate for the twelve months ending in January reached 
just over 7 percent, Also, the pace of consumer price 
inflation rose in the second half of the year in Argen- 
tina. Chile. Mexico, and Venezuela. I'hc rile in inflation 
in Venezuela was compounded by sittmilmivc monetary 
and fiscal policies. 



101 


Part 3 

Monetary Policy in 2007 and Early 2008 


rhrouglnwt the first half of 2007, the available infor- 
mation pointed to a generally favorable economic 
outlook despite the ongoing correction tn ihe housing 
market. Indicators of consumer and business spend- 
ing were somewhat uneven, but their generally positive 
trajectories suggested that Ihe housing market develop- 
ments were, as yet, having little effect on the broader 
economy. Net exports, spurred in part by a falling dollar, 
were providing support to economic growth. Outside of 
the subprime mortgage sector, financial conditions lit 
general were fairly accommodative, The f ederal Open 
Market Committee expected core inflation to moderate 
from the somewhat elevated level th3t had prevailed at 
the start of the year, but high resource utilization had 
the potential to sustain upward pressure on inflation. As 
a result, during the first half of the year, the Committee 
consistently noted in its statement that its predominant 
policy concern was that inflation would fail to moderate 
as expected. However, in part owing to indications of 
increasing weakness in the housing sector, the Commit- 
tee emphasized in the statements issued at the conclu- 
sion of its March. May. and June meetings that its 
future policy actions w ould depend on the evolution 
of the outlook lor both inflation and economic 
growth, 

When the Committee met on August 7. financial 
markets hud been unusually volatile fora few weeks. 


and credit conditions had become somewhat lighter 
lor some households and businesses. Participants in 
FOMC meetings ( Board members and Reserve Bank 
presidents) noted that adjustments in the housing sector 
had the potential to prove deeper and more prolonged 
Ilian had seemed likely earlier in the year, and a further 
underperformance in the housing area represented a sig- 
nificant downside risk to the economic outlook. None- 
theless. incoming data indicated that economic growth 
hnd strengthened m the second quarter, us a quicker 
pace of business spending offset a slowdown in con- 
sumer outlays. Participants believed that the economy 
remained likely to expand at a moderate pace in coming 
quarters, supported in part by continued growth in busi- 
ness investment and a robust global economy. Although 
core inflation had moved lower since the start of the 
year, participants were still concerned about several 
factors— including a continued high level of resource 
utilization that could augment inflation pressures. 
They believed that a sustained moderation in those 
pressures had yet to be convincingly demonstrated. 

As a result, the FOMC decided to leave the target lor 
the federal funds rale unchanged at 5! « percent and. 
despite somewhat greater downside risks to growth, 
reiterated that the predominant policy concent 
remained the risk that inflation would fail to moderate 
as expected. 


Selected interest rales, 2005-OX 
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In the days following the August 7 FOMC’ meeting, 
financial conditions deteriorated rapidly as market par- 
ticipants became concerned about counterparty credit 
risk and their access to liquidity. After an FOMC con- 
ference call on August III to review worsening strains 
m money and credit markets, the Committee issued a 
statement indicating that the Federal Reserve would 
provide reserves as necessary through open market 
operations to promote trading in the federal funds mar- 
ket at rates close to the FOMC "s target rate of 5% per- 
cent. As conditions deteriorated further, die Committee 
mot aguin on August 16 by conference call to discuss 
the potential usefulness of various policy responses. 

The follow ing day. the Federal Reserve announced 
changes m discount window policies to facilitate the 
orderly functioning of short-term credit markets. Fur- 
thermore. the FOMC released a statement indicating 
that the downside risks to growth had increased appre- 
ciably and that the Committee was prepared to act as 
needed to mitigate adverse effects on the economy. 

(The box entitled “The Federal Reserve’s Responses 
to Financial Strains” provides additional detail on llic 
outcomes of these conference calls and othci measures 
taken by the Federal Reserve to facilitate the orderly 
functioning of financial markets over the second half Of 
the year, including coordinated actions with other cen- 
tral banks.) 

At the lime of the September FOMC meeting, 
financial markets remained volatile, Liquidity in short- 
term funding markets was significantly impaired amid 
heightened investor unease about exposures to sub- 
prime mortgages and to structured credit products more 
broadly. Credit generally remained uvailiiblc for most 
businesses and households, but the Committee noted 
that Ihe lighter credit conditions for other borrowers 
had the* potential to restrain economic growth. Incom- 
ing economic data were mixed: Consumer spending 
appeared to have strengthened from its subdued second- 
quarter pace, but a further mtensilication of the housing 
contraction and slowing employment growth suggested 
a weaker economic outlook. Participants noted that 
incoming data on core inflation continued to be favor- 
able and lliul the downwardly revised economic outlook 
implied some lessening of pressures on resources, but 
they remained concerned about possible upside risks 
to inflation. To tores tall some of the adverse macro- 
economic effects that might otherw ise arise from the 
disruptions in financial markets and to promote moder- 
ate growth over tune, the FOMC lowered the target for 
the federal fluids rale 50 basis points, to 4% percent. 

The Committee also noted that recent developments 
had increased the uncertainty surrounding the economic 
outlook and staled that it would act os needed to foster 
price stability and sustainable economic growth- 


At the lime of the October FOMC meeting, the data 
indicated that economic growth had been solid in the 
third quarter. \ pickup in consumer spending and con- 
tinued expansion of business investment suggested thai 
spillovm from the turmoil in the housing and financial 
markets had been limited to that point Although strains 
in financial markets had cased somewhat on balance, 
tighter credit conditions were thought likely to slow 
Ihe pace of economic expansion over coming quarters. 
Furthermore, the dow nturn in residential construction 
hud deepened, and available indicators pointed to a 
further slowing tit housing activity m the near term. 
FOMC meeting participants noted that readings on core 
inflation had unproved somewhat over the ycat and 
anticipated that some of the moderation likely would he 
sustained. Nonetheless, participants expressed concern 
about the upside risks to the outlook for inflation, stem- 
ming in part from the effects of recent increases in com- 
modity prices and the significant decline in the foreign 
exchange value of the dollar. Against that backdrop, the 
Committee decided to lower the target for the federal 
funds rate 25 busts points, to 4 Vi percent, and judged 
llint the upside risks to inflation loughly balanced Ihe 
downside risks to growth. 

Also at the October meeting, Ihe Committee contin- 
ued its discussions regarding communication with the 
public. Participants reached a consensus on increasing 
the frequency and expanding Ihe content of their peri- 
odic economic projections. Linder the new procedure, 
which was unnounccd on November 14, the FOMC 
compiles and releases the projections made by the 
Federal Reserve Governors and Reserve Bank presi- 
dents lour times each year, at approximately quarterly 
intervals, rather than twice each year, as had been the 
practice since |97‘>, In addition. Ihe projection hori- 
zon has been extended from two years to three years. 
FOMC meeting participants provide projections for 
the increase in the price index for total personal con- 
sumption expenditures (PCE) as well as projections 
lor real GDP grow th, the unemployment rate, and core 
PCI: price inflation. Summaries of the projections and 
an accompanying narrative are published along with 
the minutes of the FOM( ' meeting at w hich they were 
discussed. Beginning with the present report, the pro- 
jections made in January are included in the February 
Monetary Puli*.) Report u* the Congress, and the pro- 
jections mode in June are included in Uic July report- 

In a conference call on December 6. Board members 
and Reserve Bank presidents reviewed conditions in 
domestic and foreign financial markets and discussed 
two proposals aimed at improving market functioning. 
Tlte first proposal was for Ihe establishment of a tempo- 
rary Term Action Facility (TAF), which would provide 
term funding through an auction mechanism to eligible 
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depository institutions against a broader range of col- 
lateral than that used Cor open market operations. The 
second proposal was to set up a foreign exchange swap 
arrangement with the European Central Bank to address 
elevated pressures in short-term dollar funding markets. 
At the conclusion of the discussion, the Committee 
voted to direct the Federal Reserve Bank of New York 
to establish and maintain a reciprocal currency (swap! 
arrangement for the System Open Market Account 
with the European Central Bank.' 1 The Board of Gov- 
ernors approved the TAP via notation vote on Decem- 
ber 10. 

At the Committee’s meeting on December 1 1 . par- 
ticipants noted that incoming information suggested 
economic activity had decelerated significantly in the 
fourth quarter. The housing contraction had steepened 
further, and participants agreed that the sector was 
weaker than had been expected at the time of the Com- 
mittee's previous meeting. Moreover, spillovers from 
housing to other parts of the economy had begun to 
emerge: Consumption spending appeared to be soften- 
ing more than had been anticipated, and employment 
gams appeared to be slowing. Participants noted that 
evidence of further deterioration in the credit quality 
of mortgages and other loans to households appeared 
to be spurring lenders to further tighten the terms on 
new extensions of credit fora widening range of credit 
products. Financial market conditions had worsened 
significantly. The financial strains were exacerbated by 
concerns related to year-end pressures in short-term 
funding markets, and similar stresses were evident 
in the financial markets of major foreign economies. 
Although a surge in energy prices pushed up headline 
consumer price inflation during September and October, 
Committee members agreed that the inflation situation 
had changed little from the time of the previous meet- 
ing. In these circumstances, the FOMC lowered the 
target For the federal funds rate a further 25 basis points, 
to 4 '.4 percent, and, given die heightened uncertainty, 
the Committee decided to refrain from providing an 
explicit assessment of the balance of risks. The Com- 
mittee also indicated that it would continue to assess 
the effects of financial and other developments on eco- 
nomic prospects aiui act as needed to foster price sta- 
bility and sustainable economic growth. In addition to 
that policy move, the Federal Reserve and several other 
central banks announced on December 12 the measures 
they were taking to address elevated pressures in shou- 
ld m funding markets. The Federal Reserve announced 
the creation of the TAl and the establishment of foreign 
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exchange swap lines with the European C entral Bank 
and the Sw iss National Bank 

In a conference call on January d. the Committee 
reviewed recent economic data and financial mar- 
ket developments. The information, which included 
weaker-than-expccted data on home sales and employ- 
ment for December, as well as a sharp decline in equity 
prices since the beginning of the year, suggested that 
the downside risks to grow th had increased signifi- 
cantly since the time of the December FOMC meeting. 
Moreover, participants cited concerns that the slow ing 
of economic grow ih could lead 10 a further lightening 
of financial conditions, which in turn could reinforce 
the economic slowdown. However, participants noted 
that core inflation had edged up in recent months and 
believed that considerable uncertainty surrounded the 
inflation outlook. Participants were generally of the 
v ievv that substantial additional policy easing might 
well be necessary to support economic activity and 
reduce Ihe dow nside risks to growth, and they discussed 
the possible timing of such actions. 

On January 2 1 » the C omtniltcc held another confer- 
ence call. Participants in the call noted that strains in 
some financial markets had intensified and that incom- 
ing evidence had reinforced their view that lire outlook 
for economic activity was weak. Participants observed 
that investors apparently were becoming increasingly 
concerned about the economic outlook and that these 
developments could lead to an excessive pullback in 
credit availability. Against that background, members 
judged that a substantial casing in policy was appropri- 
ate to foster moderate economic growth and reduce the 
downside risks to economic activity. The Committee 
decided to lower the target for the federal funds rate 
75 basis points, to 3IA percent, and stated that appre- 
ciable downside risks to grow th remained. Although 
inflation was expected to edge lower over the course of 
2MH. participants underscored that this assessment was 
conditioned upon inflation expectations remaining well 
anchored and stressed that the inflation situation should 
continue to be monitored carefully. 

The data reviewed at the regularly scheduled FOMC 
meeting on January 2d and 30 confirmed a sharp decel- 
eration in economic growth during the fourth quarter of 
2007 and continued tightening of financial conditions. 
With the contraction in the housing sector intensifying 
jnd a range of financial markets remaining under pres- 
sure, participants generally expected economic grow th 
to remain weak in the first half or 2008 before picking 
up strength tn die second half. However, the continu- 
ing weakness in home sales and house prices, as well 
as the tightening of credit conditions for households 
and businesses, were seen as posing downside risks to 
the near-term outlook for economic growth. Moreover. 
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many participants cited risks regarding the potential 
for adverse feedback between the financial markets 
and the economy Participants expressed some concern 
about the disappointing inflation data received over 
the latter pari of 2007. Although many expected that a 
leveling out of prices for energy and other commodi- 
ties. such as that embedded in futures markets, and a 
period of be low-trend growl h would contribute to some 
moderation in inflation pressures over lime, the C om- 


mittee believed that it remained necessary to monitor 
inflation developments carefully. Against dial backdrop, 
the FOMC decided to lower the target for the federal 
funds rate 50 basis points, to 5 percent. The Committee 
belies ed that the policy action, combined w ith those 
taken earlier, would help promote moderate giwth 
over lime and mitigate the risks to economic activ- 
ity. However, members judged that downside risks to 
growth remained. 
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Summary of Economic Projections 


The following material up/teurvd as an at/dentlum In 
the nannies uf the January 29 JO. 200S. meellnn of 
the Federal Open Market ( ornmitiee. 

In conjunction with the January 2008 FOMC meet- 
ing. the members of the Board of Governors and the 
presidents of the Federal Reserve Banks, all of w hom 
participate in the deliberations of the FOMC, provided 
projections for economic growth, unemployment, and 
inflation in 2008. 2000, and 2010. Projections were 
based on information available through the conclusion 
of the January meeting, on each participant's assump- 
tions regarding a range of factors likely to affect eco- 
nomic outcomes, and on his or her assessment of appro- 
priate monetary policy. “Appropriate monetary policy" 
is defined as the future policy that, based on current 
information, is deemed most likely to foster outcomes 
for economic activity and inflation that best satisfy the 
participant's interpretation of the Federal Reserve’s dual 
objectives of maximum employment and price stability. 

The projections, which are summarized in (able I 
and chart 1. suggest that FOMC participants expected 
that output would grow' at a pace appreciably below' its 
trend rate in 2008. owing primarily to u deepening of 
(lie housing contraction and a tightening in the avail- 
ability of household and business credit, and that the 
unemployment rate would increase somew hat Given 
the substantial reductions in the target federal funds 
rate through the January FOMC meeting as well as the 
assumption of appropriate policy going forward, output 
growth further ahead was projected to pick up to a pace 
around or u bn above its long-run trend by 2010. Infla- 
tion was expected to decline in 2008 and 2000 from 
its recent elevated levels as energy prices leveled out 
and economic slack contained cost and price increases. 
Most participants judged that considerable uncertainty 
surrounded their projections for output growth and 
viewed the risks to their forecasts as weighted to the 
downside. A majority of participants viewed die risks to 
the inflation outlook as broadly balanced, but u number 
of participants saw the risks to inflation as skewed 
to the upside. 

The Outlook 

The central tendency of participants' projections for real 
GDP grow th in 2008, at 1.3 to 2.0 percent, was cemsid- 
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erably lower than the central tendency of the projec- 
tions provided in conjunction with tin.* October FOMC 
meeting, which wus 1 .8 to 2.5 percent. These down- 
ward revisions to the 2008 outlook stemmed from u 
number of factors, including a further intensification of 
the housing murkci correction, tighter credit conditions 
amid increased concerns about credit quality and ongo- 
ing turmoil in financial markets, and higher oil prices. 
However, some participants noted that a fiscal stimu- 
lus package would likely provide a temporary boost 
to domestic demand in the second half of this year. 
Beyond 2008. a number of factors were projected to 
buoy economic growth, including a gradual turnaround 
m housing markets, lower interest rates associated w ith 
the substantial easing of monetary policy to date and 
appropriate adjustments to policy going forward, and an 
anticipated reduction in financial market strains. Real 
GDP was expected to accelerate somewhat in 2009 and 



106 


42 Monetary Policy Report to the Congress February 2008 


Chart l: Central tendencies and ranges of economic projections 
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by 20 It) lo expand at or a little above participants’ esti- 
mates of the rate of trend growth 

With output growth running below trend over the 
next year or so. inoxt participants expected that the 
unemployment rate would edge higher The central ten- 
dency of participants’ projections for the average rale 
of unemployment in the fourth quarter of 2008 was 5.2 
to 5.3 percent, above the 4.8 to 4 0 percent unemploy- 
ment rate forecasted in October and broadly suggestive 
of some slack m labor markets. I he unemployment 
rate was generally expected to change relatively little in 
2009 and then lo edge lower in 2010 as output growth 
picks up. although in both years the unemployment rate 
was projected lo be a little higher than luid been antici- 
pated in October. 

The higher-than-oxpectcd rates of overall and core 
inflation since October, which were driven in part 
by the steep run-up in oil price*, hud caused partici- 
pants to revise up somewhat their projections for infla- 
tion In the near term. The central tendency of partici- 
pants' projections for core PCE Inflation in 2008 was 
2.0 to 2.2 percent, up from the 1 .7 to 1 .9 percent cen- 
tral tendency in October. However, core inflation was 
expected to moderate over the next two years, reflecting 
muled pressures on resources and fairly well-anchored 
inflation expectations. Overall PCE inflation was pro- 
jected to decline from its current elevated rate over 
the coming year, largely reflecting the assumption that 
energy and 1o*h1 prices would flatten out. Thereafter, 
overall PCE inflation was projected to move largely in 
step with core PCL inflation. 

Participants' projections for 2010 were importantly 
influenced by their judgments about the measured rales 
of inflation consistent with the federal Reserve's dual 
mandate lo promote maximum employment and price 
stability and about the time frame tiver which policy 
should aim to attain those rates given current economic 
condition*. Many participants judged that, given the 
recent adverse shocks to both aggregate demand and 
inflation, policy would be able to foster only a gradual 
return of key macroeconomic variables to their longer- 
run sustainable or optimal levels. Consequently, the 
rate of unemployment w as projected by some partici- 
pants to remain slightly above its longer-run sustainable 
level even in 2010. and inflation was judged likely still 
to be a bit above levels that some participants judged 
would be consistent w ith the Federal Reserve’s dual 
mandate. 


Risks to the Outlook 

Most participants viewed the risks to their GDP projec- 
tions as weighted lo the downside and the associated 


risks lo their projections of unemployment as tilted 
to the upside. The possibility dial Itousc prices could 
decline more steeply than anticipated, further reducing 
households' wealth and access to credit, was perceived 
as a significant risk lo the central outlook for economic 
growth and employment. In addition, despite some 
recovery in money markets after the turn of the year, 
financial market conditions continued to be strained 
stock prices had declined sharply since the December 
meeting, concerns about further potential losses at 
major tinnneml institutions had mounted amid worries 
about the condition of financial guarantors, and credit 
conditions had tightened in general for both households 
and firms. The potential for adverse interactions, in 
which weaker economic activity could lead to a wors- 
ening of financial conditions and a reduced availability 
of credit, which in turn could further damp economic 
growth, was viewed as an especially worrisome pos- 
sibility. 

Regarding risks to the inflation outlook, several 
participants pointed to the possibility that real activity 
could rebound less v igorously than projected, leading to 
more downward pressure on costs and prices than antic- 
ipated. However, participant also saw a number of 
upside risks lo inflation. In particular, the pass-through 
of recent increases in energy and commodity prices as 
well as of past doliai depreciation to consumer prices 
could be greater than expected. In addition, partici- 
pants recognized a risk that inflation expectations could 
become less firmly anchored if the current elevated 
rates of inflation persisted for longer than anticipated 
or if the recent substantial casing in monetary policy 
was misinterpreted as reflecting less resolve among 
C ommittee members to maintain low anti stable infla- 
tion. On balance, a larger number of participants than 
in October viewed the risks lo their inflation forecasts 
as broadly balanced, although several participants con- 
tinued lo indicate that their inflation projections were 
skewed to the upside. 

The ongoing financial market turbulence and tight- 
ening of credit conditions had increased participants’ 
uncertainty about the outlook for economic activity. 
Most participants judged that the uncertainty attending 
their January projections for real GDP grow th and for 
the unemployment rate was above typical levels seen 
in the past. (Table 2 provides oh estimate of average 
ranges of forecast uncertainty for GDP grow th, unem- 
ployment, and inflation over the post twenty years. 14 ) 

In contrast, the uncertainly attached to participants’ 


14. The hm 'Tonxast Uncertainly’' at the end nl this summury 
discusses tile source* and inlcrpretuliun irl’ uncertainty in economic 
foretaste and explain- I he approach used hi asset* l)ic uncertainly and 
nits allcndinu participants' pnijwcluwi*. 
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Cable 2. Average historical projection error ranges 
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inflation projections was generally viewed as being 
broadly in line with past experience, although severnl 
participants judged that the degree of uncertainly about 
inflation was higher than normal 


Diversity of Participants' Views 

Charts 2(a) and 2(b) provide more detail on the diversi- 
ty of participants* views. The dispersion of participants’ 


projections for real GDP grow th was markedly wider 
than in the forecasts submitted in October, which in tuna 
were considerably more diverse than those submitted in 
conjunction with the June FOMC meeting and included 
in the Board’s Monetary Policy Report to the Congress 
in July. Mirroring the increase in diversity of views 
on real GDP growth, the dispersion of participants’ 
projections for the rate of unemployment also widened 
notably, particularly for 2009 and 2010. The disper- 
sion of projections for output and employment scented 
largely to reflect differing assessments of the effect of 
financial market conditions on real activity, the speed 
with which credit conditions might improve, and Ihc 
depth and duration of ihc housing market contraction. 
The dispersion of participants’ longer-term projections 
was also affected to some degree by differences in their 
judgments about the economy’s trend grow th rate and 
the unemployment rate that would be consistent over 
time with maximum employment. Views .also differed 
about the pace at which output and employment would 
recover toward those levels over the forecast horizon 
and beyond, given appropriate monetary policy. The 
dispersion of the projections for PC I inflation in the 
near term partly reflected different views on the extent 
to which recent increases in energy and other commod- 
ity prices would puss through into higher consumer 
prices and on Ihc influence that inflation expectations 
would exert on inflation over the short and medium run 
Participants’ inflation projections further out were influ- 
enced by their views of the rate of inflation consistent 
with the Federal Reserve’s dual objectives and the time 
it would take to achieve these goals given current eco- 
nomic conditions and appropriate policy . 
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Chart 2(a): Distribution of participants' projections (percent) 
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Chari 2(b): Distribution of participants' projections (percent) 

PCE inflation Core PCE inflation 









Forecast Uncertainty 

Th« economic jxojeclions provided by the mem- 
ber* of Hie Bom cl of Governors and the presi- 
dent of Ihe Federal Ri*sei vo Banks fielp shape 
monetary policy and can aid public understand 
ing of tho Oasis for policy actions Considerable 
uncortninty attends these projections, however 
The economic and statistical models and rela- 
tionships used to help produce economic fore- 
casts are necessarily imperfect descriptions of 
tho real world And the future path of tho econo- 
my can bo affected by myriad unforeseen devel- 
opments and events Thus in setting the stance 
or monetary policy, participants considor not 
only what appears to be ihe most likely econom- 
ic outcome as embodied in their projections, 
but also the range of alternative possibilities, (fie 
likelihood of then occurring, and (ho potential 
costs to the economy should they occur 
table 2 summarises the average historical 
accuracy of o range of forecasts, including those 
reported in past Monetary Policy Rejxxis and 
those prepttOd by federal Reserve Board stall in 
advance of meetings of ihe Federal Open Market 
Committee T he projection error ranges shown 
in tho tablo illustrate I ho considerable uncer 
tmmy associated with economic forecasts For 
example. suppose a participant prcyocts that real 
GDP and total consumer prices will rise steadily 
Hi annual totes ol respectively. 3 percent and 
2 percent If ihe uncertainty attending those pro- 
jections is similar to that experienced in the 


past and me risks around me projections are 
broadly balancod. tho numbers reported In table 
2 might imply a probability of about 70 |>erconi 
that actual GDP would expand between 1 8 por 
cent to 4 2 percent In the current year and 
1 6 percent m 4 4 percent in the second and 
third years The corresponding 70 percent confi- 
dence intervals for overall inflation would be 
I percent to 3 percent in the current and second 
yours, and t .1 porcont to 2 9 percent in the third 
year 

Because current conditions may differ from 
those that prevailed on average over history, 
participants provide judgments as to whether tire 
uncertainty attached to their projections of each 
variable is greater than, smaller than, or broadly 
similar to typical levels of forecast uncertainty 
in the past as shown in tabic 2 Participants 
also provide judgments as lo wlieiher the risks 
to Iheir projections ore weighted to ihe upside, 
downside, or are broadly balanced. That is. par- 
ucipantsjudgo whether each variable is more 
likely lo lx* above or below their projections of 
iho most ilkoly outcomo Those judgments about 
the uncertainty and the risks attending each 
pamcipant s projections are distinct from the 
diversity of participants views dl>out the most 
likely outcomes Forecast uncertainty Is con- 
cerned wan me risks associated with a jiaitieular 
projection, rather than with divergences across a 
number of different projections 




